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WHAT MAKES A BANK SYSTEMICALLY 
IMPORTANT? 


WEDNESDAY, JULY 16, 2014 

U.S. Senate, 

Subcommittee on Financial Institutions and Consumer 

Protection, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Subcommittee met at 10:24 a.m., in room SD-538, Dirksen 
Senate Office Building, Hon. Sherrod Brown, Chairman of the Sub- 
committee, presiding. 

OPENING STATEMENT OF CHAIRMAN S H ERROD BROWN 

Chairman Brown. Welcome. The Subcommittee will come to 
order. First, apologies to the witnesses and those in attendance for 
the sort of truncated way we are doing this today. There was a vote 
called late yesterday to be held at 10:15 today. So we have at least 
two Members of the Subcommittee who I think will join us. Senator 
Toomey, the Ranking Member, will have — normally he would do an 
opening statement after I would, and because he was not able to 
vote and come back as quickly, at the conclusion of the testimony 
of the four of you. Senator Toomey will certainly be given the right 
to do an opening statement, as any other Senators who join us will. 

Three regional banks are headquartered in my home State of 
Ohio, one in each of the three biggest cities — Cleveland, Cincinnati, 
and Columbus. They serve customers throughout the State with 
other regionals located/headquartered in other States obviously 
serving Ohio, too. 

These banks operate under a very traditional banking model. 
The CEO of one of them talked about her bank as a “core funded 
bank,” the term she used. They take deposits, they lend lending to 
families and small businesses. Each has assets of over $50 billion, 
making them subject to enhanced supervision by the Federal Re- 
serve. 

While nonbanks are judged based upon a specific set of criteria, 
the Dodd-Frank Act requires all banks, as we know, with more 
than $50 billion in assets to automatically be viewed as system- 
ically important. 

Each of these three Ohio banks serves an important role in the 
communities they serve, but from what I can tell, none of these re- 
gional institutions would threaten the United States or global fi- 
nancial system or economy if they were to fail. 

Many in Washington attack the Financial Stability Oversight 
Council, or FSOC, for designating institutions as systemic. Let us 
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be clear: the $50 billion line was created by Congress, not by 
FSOC. 

Some Washington politicians say that this systemically impor- 
tant designation means that all of these banks are, in parlance we 
used, “too big to fail.” 

But financial regulators say that the failure of a $50 or a $60 or 
a $100 billion bank would not, in fact, threaten the financial sys- 
tem. 

This group of 33 banks contains banks with diverse business 
models — universal banks, regional banks, trust banks, and foreign 
banks — and diverse geographic footprints — Columbus, Ohio; Pitts- 
burgh, Pennsylvania; Montreal; Salt Lake City, Utah; Santander, 
Spain. 

They range in size from $2.4 trillion, the largest, in assets, those 
that have been designated, to $56 billion; from operating in 100 
countries to operating in just one. Clearly, these banks are not the 
same. 

That is why other rules use different thresholds. For example, 
banks with $250 billion are subject to a liquidity coverage ratio; 
banks with more than $700 billion in assets must meet a supple- 
mentary leverage ratio. 

It is clear that regulators believe that these institutions present 
different levels of risk. In May, Governor Tarullo said that banks 
between $50 and $250 billion — which all three of these Ohio banks 
are, incidentally — are “overwhelmingly recognizable as traditional 
commercial banks (though a few do have significant capital market 
or other activities).” 

So today we are exploring what makes a bank systemically im- 
portant by looking at issues like size and leverage and business 
model and funding sources. 

We will consider what the failure of a $100 billion bank, a $300 
billion bank, or a $1 trillion bank might mean for the financial sys- 
tem and the economy. 

We will look at tools that regulators have — or should have, or 
your suggestions need to have — to prevent the failure of a system- 
ically important bank, or to protect taxpayers and the economy if 
one does, in fact, fail. 

It is important that we strike the right balance between identi- 
fying the institutions and activities that present the most risk 
while not becoming complacent and not taking our eyes off of po- 
tential sources of risk. 

I thank the witnesses, and let me introduce each of you, and we 
will begin the testimony. As I said, at the conclusion of your re- 
marks, if other Senators want to make opening statements, they 
certainly can. 

Dr. Richard Herring is the Jacob Safra Professor of International 
Banking at the University of Pennsylvania’s Wharton School, co- 
director of the Wharton Financial Institutions Center. Professor 
Herring is a member of the Systemic Risk Council at the FDIC’s 
Systemic Resolution Advisory Committee. Welcome, Dr. Herring. 

Dr. James Thomson is the finance chair at the University of Ak- 
ron’s College of Business Administration. Prior to joining the Uni- 
versity of Akron, Professor Thomson held multiple roles at the Fed- 
eral Reserve Bank of Cleveland, including vice president and finan- 
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cial economist. He worked as a financial economist at the inde- 
pendent General Accounting Office. He calls Mentor, Ohio, his 
home. Welcome, Dr. Thomson. 

Dr. Robert DeYoung is the Capitol Federal Professor in Financial 
Markets and Institutions at the University of Kansas School of 
Business. In addition to his work with the university. Professor 
DeYoung is a visiting scholar at the Federal Reserve Bank of Kan- 
sas City and a senior research fellow at the FDIC’s Center for Fi- 
nancial Research. Prior to joining the faculty. Professor DeYoung 
was an Associate Director of Research at the FDIC, Economic Ad- 
viser at the Federal Reserve Bank of Chicago, and a Senior Finan- 
cial Economist at the Office of the Comptroller of the Currency. 

Dr. Paul Kupiec is a resident scholar at the American Enterprise 
Institute. He joined AEI from the FDIC where he held multiple 
roles, including Director of the Center for Financial Research. His 
past experience includes positions at the IMF, Freddie Mac, the 
Board of Governors of the Fed, the Bank for International Settle- 
ments, and JPMorgan’s Risk Metrics Group. From 2010 to 2013, 
Dr. Kupiec served as Chair of the Basel Committee on Bank Super- 
vision Research Task. 

Welcome to the four of you. Dr. Herring, if you would begin, keep 
your comments as close to 5 minutes as you can, and after your 
conclusion, we will move on. Dr. Herring. 

STATEMENT OF RICHARD J. HERRING, JACOB SAFRA PRO- 
FESSOR OF INTERNATIONAL BANKING, THE WHARTON 

SCHOOL, UNIVERSITY OF PENNSYLVANIA 

Mr. Herring. Thank you very much. Chairman Brown. I am 
grateful for the opportunity to testify this morning on what I think 
is a very important issue. 

Interestingly, the very question of whether and whether it is pos- 
sible to identify systemically important banks still divides experts. 
Some people feel that it is both impossible and dangerous to cat- 
egorize such institutions. I think this is actually unrealistic be- 
cause we know they exist. We have seen how they benefit from 
Government intervention. And instead the question should be how 
we, in fact, limit the category, perhaps reduce it, and try to devise 
procedures to make these institutions safe to fail. 

There has been considerable effort to actually try to devise indi- 
cators that would help us understand what this category looks like. 
The most refined set have been produced by the Financial Stability 
Board and, of course, amended and revised by FSOC. They include 
size, and I quite agree with you that size is by no means the only 
distinguishing feature, and the $50 billion threshold is way too low. 
They would included interconnectedness, which involves certainly 
capital market interconnections; cross-border activity; complexity; 
and the lack of substitutes for the services they provide in the glob- 
al economy. 

These all give you different dimensions. I think they are all im- 
portant, but I think they are not sufficient in and of themselves. 

In addition, there have been considerable efforts in both the offi- 
cial world and the academic world to model sources of interaction 
and to try to understand the drivers of systemic risk. I think both 
of these activities are worthwhile. I certainly think they will give 
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us better insights into what actually drives this problem. But I 
think in some sense they miss the point. 

As a practical matter, what makes an institution systemic is the 
decision of regulators to intervene and support. And I think it is 
pretty easy to understand the process. 

When you are standing on the brink of what you fear may be a 
crisis because you do not know the reactions, I think the key deter- 
minant for regulators is whether they have resolution tools that 
they think are reliable. And during the crisis, they did not. So time 
after time we saw sleepless weekends in which regulators devised 
really desperate bailout measures that, in the end, probably under- 
mined safety and soundness of the system, but bought it at a very 
high price in the short term. 

The one time they failed to do so with regard to Lehman Broth- 
ers indicated why they have taken such pains. Although some peo- 
ple would regard that as a useful application of bankruptcy policy 
in the United States, I think there is no doubt in the rest of the 
world it was hugely damaging. And, in fact, we are still trying to 
deal with the pieces in something like 60 to 70 different bank- 
ruptcy proceedings around the world. 

While Dodd-Frank, I think, deserves a lot of credit for trying to 
deal with this problem, part of it simply tries to reduce the prob- 
ability of failure by increasing the quality and quantity of capital, 
which I think is very worthwhile. There are other measures which 
also may be important, but I think we should recognize that it 
never will and never should make these institutions fail-safe, be- 
cause, in fact, banks add value to the economy by taking prudent 
risks — by intermediating between borrowers and savers, by buying 
and selling risk, and providing reliable payment systems. 

But I think the most important part of Dodd-Frank and, in fact, 
the most remarkable change in the regulatory landscape is the at- 
tempt to provide better resolution tools. It begins with living wills, 
which are supposed to describe the plans that a bank has for rapid 
solution and the unwinding of the bank, without creating crisis sit- 
uations for others. These are massive plans. I think there is a dan- 
ger that some of them are too big to understand, which is a whole 
new category, at 10,000 pages. But also I think there is a huge lost 
opportunity in public disclosure. If we want them really to work, 
we need to inform the public about what the priorities will be and 
exactly how the authorities will intervene. 

In addition, we need better resolution tools. There is a huge ef- 
fort underway at Stanford Hoover to provide better bankruptcy 
proceedings. It has just been put on the Web site. There is a Chap- 
ter 14 proposal that has been the result of an enormous amount 
of work by a group of academics. And, of course, there is the Title 
II resolution procedure by the FDIC. This involves putting the 
FDIC in a whole new role trying to cope with the unwinding, actu- 
ally the surgical intervention in a large, sick institution, literally 
over a weekend. They need to pull the trigger. They need to inter- 
vene over the weekend, stabilize, provide capital and liquidity, and 
open up the systemically important operations. 

There are several obstacles that all three of these — both of these 
resolution procedures face. One of them is how to override ipso 
facto clauses that could undermine it all. Two is how to provide 
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sufficient liquidity to maintain confidence. Three is how to sustain 
international cooperation. And four is something actively consid- 
ered by the Fed just now: how much debt to require at the holding 
company level. 

I would argue, finally — and this is the end — that not only the 
level of debt is important but also the kind of debt. I think that 
if we do not take the opportunity to think about this carefully, we 
will have missed an important opportunity to improve incentives 
for banks to manage their risk more effectively and to recapitalize 
more promptly. But this would require, I think, looking very care- 
fully at the Tax Code because the main hurdle to adopting some- 
thing like a CoCo appears to be the IRS’ reluctance to permit inter- 
est payments on CoCos to count as deductions in looking at taxable 
income. 

Thank you very much. 

Chairman Brown. Thank you very much. Dr. Herring. 

Dr. Thomson. 

STATEMENT OF JAMES B. THOMSON, PROFESSOR AND 
FINANCE CHAIR, UNIVERSITY OF AKRON 

Mr. Thomson. Thank you. Senator Brown and Members of the 
Committee, for the opportunity to speak here today. The focus of 
this hearing, identifying the factors that make a financial institu- 
tion systemically important, is the first step in designing an insti- 
tutional and legal framework to rein in the risk of these systemic 
firms post to the financial markets and ultimately the macro- 
economy. 

Viewing systemic spillovers as market failure, we need to iden- 
tify the source, severity, and whether the failure merits Govern- 
ment intervention, and if so, the most economically effective way 
to structure that intervention. 

During a 30-year career as a financial economist, I have studied 
financial markets, banking, payment systems, failed bank resolu- 
tion, and the Federal financial safety net from a public policy per- 
spective. The ideas I express today are informed by reading and re- 
search I have done in these areas, especially papers on systemically 
important financial institutions, the need for an asset salvage 
agency, and systemic banking crises. 

One of the things I want to sound today is that “too big to fail” 
is a misleading term. Size is not the only distinguishing char- 
acteristic that makes financial firms systemic. Through my re- 
search in this area, I have identified four characteristics, what I 
call the four C’s of systemic importance: contagion, correlation, con- 
centration, and context or conditions. 

The factors that lead to institutions being treated as systemically 
important tend to be prevalent in the larger firms, and that is why 
size shows up on the list. 

In my written statement, I stress how each of these four C’s has 
been part of the rationale for generous Government treatment of 
the creditors, managers, and stockholders of troubled financial 
firms. It is important to emphasize that the decisions on how we 
handle economically failed institutions are themselves an impor- 
tant source of systemic risk. We need to understand whether an in- 
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stitution authorities label as systemic in the handling of its eco- 
nomic insolvency are truly systemic or merely politically expedient. 

The Dodd-Frank Wall Street Reform and Consumer Protection 
Act, enacted in 2010 in response to the recent financial crisis, con- 
tains numerous reforms to the financial system and supervisory in- 
frastructure. In my written statement, I provide my thoughts on 
Dodd-Frank’s provisions dealing with systemically important insti- 
tutions. In the interest of time, I will skip over that section of my 
written statement and spend my remaining time on the need for 
supervisory contingency or disaster plans — a missing element of re- 
form. 

Systemic importance reflects constraints faced by financial mar- 
ket supervisors in enforcing timely closure rules. It does not matter 
what powers Congress gives financial supervisors to conduct or- 
derly resolutions of financial companies if the regulators remain re- 
luctant to use them. A major step forward to limiting systemic im- 
portance is requiring financial system supervisory agencies to de- 
velop and to commit to contingency plans for handling the failure 
of one or more systemically important financial firms. 

These contingency plans should contain a series of options, ac- 
tions taken to contain systemic spillovers, with blanket guarantees 
of all creditor/counterparty claims to be, without exception, the last 
option on the list. Scenario analysis should be used to test and re- 
fine these disaster plans. Much as Dodd-Frank Section 165 resolu- 
tion planning by systemically important firms is intended to pro- 
mote the orderly resolution of these firms — whether it be through 
bankruptcy or through FDIC receivership — supervisory disaster 
plans should allow for resolution of systemic firms with the least 
impact on long-term incentives facing these firms. 

Dodd-Frank was hailed by its drafters as the antidote to too big 
to fail. While provisions in this important reform legislation move 
us toward the goal of reining in the effects of systemic importance 
in the financial system, much remains to be done. 

Thank you. 

Chairman Brown. Thank you. Dr. Thomson. 

Dr. DeYoung. 

STATEMENT OF ROBERT DEYOUNG, CAPITOL FEDERAL DIS- 
TINGUISHED PROFESSOR IN FINANCIAL MARKETS AND IN- 
STITUTIONS, UNIVERSITY OF KANSAS SCHOOL OF BUSINESS 

Mr. DeYoung. Thank you. Senator Brown, for inviting me to ad- 
dress the Committee today. 

When you invite four economists to address the Committee and 
the first three of them tell you virtually the same thing, I think 
you will be happy. My remarks are quite consistent with what Pro- 
fessor Thomson and Professor Herring had to say. 

The Dodd-Frank Act contains new measures aimed at reducing 
systemic risk at U.S. financial institutions. From my perspective, 
these measures can be divided relatively neatly into two different 
categories. 

On the one side, we have ex ante measures that try to make 
banks’ balance sheets resilient to systemic macroeconomic events. 
Some key examples of this, of course, are higher minimum capital 
ratios, liquidity ratios, and regulatory stress tests. 
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On the other side, we have ex post measures that try to limit the 
amplification of systemic events — contagion — caused when banks 
default on their financial obligations. This approach centers on the 
FDIC’s orderly liquidation authority and the information made 
available to the FDIC in living wills. 

It has been my observation that we pay most of our attention to 
the ex ante systemic risk prevention measures — they are important 
measures — setting rules and limits for banks; and we tend to have 
less confidence in ex post measures designed to contain systemic 
risk once it rears its head. 

In 2006, just a year before the financial crisis began, the average 
U.S. banking company had nearly double the risk-weighted capital 
ratios necessary to be deemed “well capitalized” by bank regu- 
lators; 95 percent of all banking companies at that time cleared the 
adequately capitalized threshold by at least 300 basis points. As we 
know, these large stores of equity capital were not by themselves 
large enough to prevent hundreds of bank insolvencies in the years 
that followed. Accordingly, Dodd-Frank and Basel III require high- 
er levels of capital for banks. As I said, this is clearly important 
and a step that we must take. But we cannot forget that restric- 
tions like these impose costs on banks that ultimately result in 
fewer financial services being provided. 

Now, in the shadow of the financial crisis, this may seem like a 
very wise tradeoff. We accept less lending and slower economic 
growth in exchange for a reduction in the severity of the next sys- 
temic financial event. But the orderly liquidation powers in Dodd- 
Frank provide us with a historic opportunity to avoid having to ac- 
cept this tradeoff. OLA should allow us to not only limit the con- 
tagious aftereffects of a systemic crisis, but also to establish a 
newly credible regulatory regime that is devoid of the too-big-to-fail 
incentives that have so long fostered risk in our financial system. 

The economic logic is a straightforward story. When investors be- 
come convinced that large complex banks will, in fact, be seized 
upon insolvency — with shareholders losing everything and bond- 
holders suffering losses — then credit markets and equity markets 
will more fully price bank risk taking; profit-seeking banks will 
then face clear incentives to reject high-risk investments ex ante. 

That is the economic story, but the political story is far from 
straightforward. OLA requires bank regulators to credibly establish 
that they can and will seize, unwind, and eventually liquidate large 
complex insolvent banks. The FDIC’s “single point of entry” plan 
I think is a workable plan. Nevertheless, in my discussions with 
scores of banking and regulatory economists across the country, I 
meet with a near uniform skepticism that the FDIC will be per- 
mitted to fully exercise its new resolution authorities during a fi- 
nancial crisis when multiple large banking companies are nearing 
insolvency. Essentially, their belief is that the deeper the financial 
crisis, the greater the probability that OLA will be suspended. 

So, in my opinion, the most important actions that Congress and 
the administration could take to limit systemic risk in the financial 
system is to strongly and repeatedly enunciate their support of or- 
derly liquidation authority and to pledge that they will not stand 
in the way of its implementation during a deep financial crisis. Our 
banking system is most effective when scarce economic resources 
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are moved from poorly managed banks to well-managed banks. 
Hence, we do not want a banking system that is devoid of bank 
failure; rather, we want a banking system that is resilient to bank 
failure. And I think orderly liquidation authority is essential to es- 
tablishing this resiliency. 

Thanks again for inviting me, and I look forward to any ques- 
tions you might have. 

Chairman Brown. Thank you. Dr. DeYoung. 

Dr. Kupiec. 

STATEMENT OF PAUL H. KUPIEC, RESIDENT SCHOLAR, 
AMERICAN ENTERPRISE INSTITUTE 

Mr. Kupiec. Thanks, Chairman Brown, Ranking Member 
Toomey, and distinguished Members of the Subcommittee. My writ- 
ten testimony addresses the specific questions posed in the Sub- 
committee’s letter of invitation. In my oral testimony, I am going 
to skip over the details for the most part and provide an overall 
perspective on the issues that are raised in this hearing. 

The Dodd-Frank Act made sweeping changes in the way U.S. 
banks and financial markets are regulated. Four years on, required 
rulemaking continues, and the implications of the legislation are 
only still being discovered. 

The overarching Dodd-Frank goal is to prevent another financial 
crisis, and I doubt anyone would speak against this goal. But in at- 
tempting to achieve the goal, Dodd-Frank includes a large body of 
poorly balanced legislation. It grants regulatory agencies vast new 
powers to regulate and allows these powers to be exercised with al- 
most no checks and balances. 

The power and discretion granted by the act are problematic be- 
cause the duties and responsibilities assigned by the act are vague 
and ambiguous. The agencies and the FSOC are directed to exer- 
cise new powers to ensure financial stability and mitigate systemic 
risk. But financial stability and systemic risk are never defined in 
the legislation. 

The mix of new unchecked powers and vague, ambiguous goals 
is a toxic for economic growth. For example, what does “ensure fi- 
nancial stability” mean? Does it mean regulators need only focus 
on preventing another financial crisis? Is that the only job? 

The duties and responsibilities assigned by the act never recog- 
nize a link between economic growth and financial intermediation. 
Financial intermediation is necessary for economic growth, and if 
intermediation is restricted, economic growth will suffer. Financial 
crises devastated economic growth because the crises interrupt fi- 
nancial intermediation. Similar forces operate in noncrisis times. If 
regulations impede financial intermediation, they will also reduce 
economic growth. 

The Dodd-Frank Act does not recognize this tradeoff. Instead, it 
builds in a bias for overregulation. There is no regulatory reward 
for preventing a financial crisis, but regulators will certainly be 
disgraced, if not punished, should there be another financial crisis. 
So what are their incentives? 

The issue is analogous to monetary policy where decades ago it 
was recognized that price stability cannot be the only goal of the 
Federal Reserve. It must balance price stability against goals of en- 
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couraging employment and economic growth. The Dodd-Frank Act 
lacks this balance and instead directs agencies to use their new 
powers to stop bad intermediation. But do regulators, councils, or 
even us economists have the judgment and ability to identify and 
stop only bad financial intermediation? And is this ability so trust- 
ed that we should be able to carry out this vague assignment with- 
out supervision and review? 

History suggests not, but this is what the Dodd-Frank Act does. 
Section 113 of the Dodd-Frank Act provides a concrete example. It 
grants the FSOC the power to designate nonfinancial inter- 
mediaries for enhanced prudential supervision and regulation by 
the Board of Governors. The standard for designation is vague. It 
puts very few constraints on the FSOC’s designation ability. For 
example, the FSOC is not required to identify specific issues or fea- 
tures that mandate designation or demonstrate how an FSOC des- 
ignation will mitigate risk. And so the FSOC has not provided 
these details. 

There is no link to Title I orderly resolution plans in that statute 
even though a key standard for designating a firm involves the risk 
that failure of the firm generates systemic risk. Why isn’t a firm 
required to submit a resolution plan as part of the designation 
process? Would a good review preclude designation? Perhaps. But 
then the adequacy of the orderly resolution plan is determined sole- 
ly by the regulators’ subjective judgments, so maybe the added 
work would not amount to much. 

In my written testimony, I discuss many specific examples where 
underlying imbalances of the Dodd-Frank Act lead to overregula- 
tion. Other specific examples of overregulation include designating 
all bank holding companies larger than $50 billion for heightened 
supervision and prudential standards. 

Another example is the Board of Governors’ stress test and the 
power for regulators to restrict the use of short-term debt. 

I have also discussed instances where the new Dodd-Frank Act 
powers will not achieve intended goals. In particular, I identify 
missed opportunities regarding duties assigned under the Title I 
orderly resolution plan process, and I also point out serious short- 
comings in Title II orderly resolution authority. 

Under the FDIC’s single point of entry resolution strategy. Title 
II creates new uncertainties for the resolution of large financial in- 
stitutions, and it potentially extends the Government’s safety net 
beyond the guarantees provided under the deposit insurance reso- 
lution system. 

Thank you, and I look forward to your questions. 

Chairman Brown. Thank you. Dr. Kupiec. 

Senator Toomey is recognized for an opening statement. Thank 
you. 

STATEMENT OF SENATOR PATRICK J. TOOMEY 

Senator Toomey. Thank you. Chairman Brown. I want to thank 
our witnesses for joining us today. This is an important topic. 

Dodd-Frank obviously deals with the whole too-big-to-fail issue in 
a number of ways. One of the major ways is through the SIFI des- 
ignations, which I would argue then precipitate the micromanage- 
ment of these financial institutions by a host of regulators in what 
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will, in my view, ultimately be a futile attempt to make failure im- 
possible. 

I see a lot of problems with this approach. One is that institu- 
tions end up being designated as SIFIs, despite the fact that they 
are not systemically dangerous to our economy. 

The second problem is that the layers of regulations impose real 
costs. There are direct costs of compliance, and then there are all 
the indirect costs of a reduction in innovation and dynamism that 
comes when regulators have the power to run these financial insti- 
tutions like public utilities, which is really where we pretty much 
are. 

And, finally, of course, the regulators themselves, as we know, 
are not omniscient. They are not going to be perfect. They are not 
going to always get it right, and in the end, eventually institutions 
will fail anyway. 

Dodd-Frank deals with the failure itself, of course, through the 
orderly liquidation authority, the failure of a SIFI, and I have 
major, major reservations about this. Some of the problems that 
worry me is, number one, the highly subjective nature of this proc- 
ess; the extensive discretion that is given to the regulators in im- 
plementing it; the fact that there is no real option for restructuring 
when; in fact; that might be the best solution for an institution; the 
fact that creditors have no certainty because we grant discretion to 
the regulator to decide which of the various equally standing credi- 
tors are more equal than others; and, finally, there is an explicit 
bailout mechanism that is written into the statute in the orderly 
liquidation authority, and I thought we wanted to move in a direc- 
tion where we would not permit taxpayers to have to be bailing out 
these institutions. 

So I will now blatantly and shamelessly plug my bill, Mr. Chair- 
man, which repeals the orderly liquidation authority and instead 
makes the necessary reforms to our Bankruptcy Code so that in the 
event of the failure of a large complex financial institution, we 
would have a rules-based, transparent, credible way to resolve that 
institution without all of these problems that I think are inherent 
in the orderly liquidation authority. But I digress, and I appreciate 
your indulgence. 

The issue more at hand I think for this hearing is some of the 
problems that Dodd-Frank imposes, particularly on regional banks. 
This goes right to the issue of designations. In my view, there is 
nothing magic about a $50 billion threshold above which we ought 
to automatically assume every institution is systemically important 
and significant and dangerous. That threshold, of course, gives no 
consideration to the activity of the bank, the nature of the bank’s 
activities and whether or not it gives rise to these risks. And then 
the overregulation that comes with the enhanced prudential stand- 
ards are enormously problematic. 

A couple of issues that I would like to hear about today that con- 
cern me as they affect regional banks is the liquidity coverage 
ratio. Again, it seems to me that this rule will treat regional banks 
as though they were very large, complex, internationally active, 
money center Wall Street-type banks, when, in fact, the nature and 
activity of these regional banks is nothing like that of the large, 
complex, money center banks. 
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The comprehensive capital analysis and review and the super- 
visory stress tests, another very, very onerous regulation that we 
could debate whether or not it makes sense for the biggest of 
banks. I do not see how we can defend the proposition that small 
regional banks with a simple business model should be subject to 
the same kinds of tests. 

So these would be some of the things I hope we can discuss, Mr. 
Chairman. I do oppose the overall framework of Dodd-Frank, but 
it seems to me a couple of the most egregious laws are subjecting 
financial institutions that are not, in fact, systemically risky to 
these very onerous regulations imposes a real cost. At the end of 
the day, it means credit is less available and less affordable for 
American consumers and businesses, and that is what is happening 
today that I believe is a direct result of Dodd-Frank. And so I am 
looking for ways to relieve that problem that we have created. 

I thank you for your indulgence. 

Chairman Brown. Thank you. Senator Toomey. Let us begin the 
questions. 

Observers note the financial system was generally able to absorb 
in 2007 and 2008 the failures of regional banks and thrifts. Per- 
haps one of the most notable was in Dr. Thomson’s home State, 
Cleveland, with National City absorbed by PNC out of Pittsburgh, 
causing certain hardship in that city, in our State, and job loss. But 
the system absorbed it without great damage, obviously, to the sta- 
bility of the system. FDIC sold a $307 billion Washington Mutual 
at no apparent loss to U.S. taxpayers. 

So my question to all four of you, and I will start. Dr. Herring, 
with you: What would happen today if a $250 billion or a $150 bil- 
lion or a $50 billion systemically important bank, SIFI-designated 
bank, were to fail? Would we need a megabank like JPMorgan to 
absorb it, to rescue it? As you answer that, each of the four of you, 
talk to us about industry concentration, if that would be the logical 
outcome of more concentration as we saw between 2007 and 2010. 
Dr. Herring. 

Mr. Herring. I certainly agree that the legislation sets the 
threshold way too low. There is nothing magical about $50 billion. 
I would argue that — well, if you take a look at the Financial Sta- 
bility Board’s list of global systemically important institutions, it 
contains 8 American banks out of 29 international. And that range 
of eight banks ranges in size from JPMorgan Chase, which is about 
$2.4 trillion, down to State Street Bank, which is about $220 bil- 
lion. So the current criteria do have a nuanced effect. They do rely 
on much more than just size. And I think it is highly unlikely that 
any bank that has a strictly regional footprint should really be re- 
garded in the same rubric at all. And I quite agree that overregula- 
tion is a tremendous threat, that, in fact, the biggest growth in the 
banking industry over the last 3 years has been in the employment 
of compliance officers. Having some is good, but certainly that 
should not be the main thrust of bank growth these days. 

On the other hand, I think it is dangerous to rely on forced merg- 
ers that are arranged over a weekend as a way out. I think one 
of the huge mistakes that was made during the crisis was relying 
on really Government-assisted concentration in the system. I think 
we have ended up with the result where we started with banks 
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that were too big to fail and ended with banks that are emphati- 
cally too big to fail, which is a terrible mistake. 

I think the resolution process should make sure that the bank 
that emerges from the resolution process is no longer too big to fail 
in any dimension. If that means breaking it up into smaller banks, 
I think that is a good thing to do. We do not want these institu- 
tions rattling around that can cause the regulators to take destruc- 
tive actions in the belief that they are saving the system in the 
short run but actually undermining long-term discipline. 

So I have enormous sympathy with the thought that you should 
treat these smaller banks and the larger regionals quite differently, 
but I am not sympathetic to the thought we should merge them 
with the giants. 

Chairman Brown. So, Dr. Thomson, what would happen if one 
of them failed? 

Mr. Thomson. I do not think the implications of one of them fail- 
ing other than the impact on the region itself is going to be that 
great. It is not going to send the shock through the financial sys- 
tem that taking down a very large institution would, because quite 
simply they are not as interconnected, they are not carrying as 
much of the off-balance-sheet types of risks that are more difficult 
to trace. And I think from the standpoint of employment in the re- 
gion, the failure of a large regional bank is an issue, but it is not 
a threat to the national financial system. You will get some local 
impacts on credit availability, and I think the big trick here is the 
way we have always dealt with large company failures is to find 
a larger company to put them into, creating larger and larger com- 
panies. So we go from a financial system where the top 10 or 15 
banks had about half the assets to one where the top 4 have some- 
thing on order of like 70 percent of the assets? 

So I agree with Dr. Herring that we need to find a way to do this 
that does not just assemble these megabanks and that takes into 
consideration that the end product will not be a bigger bank that 
is a bigger problem than what we had to begin with. 

Chairman Brown. Dr. DeYoung. 

Mr. DeYoung. Well, I also agree with Professor Herring that a 
blanket $50 billion threshold for SIFIs is too low. FSOC has the au- 
thority to declare a bank a SIFI regardless whether it is a larger 
or smaller than that. So the blanket at $50 billion is too low. 

You asked about concentration. I want to make clear that the 
concentration of power and influence among a smaller number of 
financial institutions is far more dangerous than any pricing or 
market power concentration that would happen. The banking sys- 
tem in the U.S. is far from concentrated in a pricing standpoint. 
We have high levels of competition. Concentration of large banks 
together is more of a question of whether they gain influence. 

And to your question about what would happen if a $200 or $300 
billion bank failed, a systemically important bank failed, well, I am 
going to line up with Dodd-Frank and say that the FDIC would 
then exercise its orderly liquidation authority, if allowed to do so. 
The question is — there are two questions here. One is whether they 
are allowed to do so, and I have no horse in this race. I know Sen- 
ator Toomey favors a rewriting of the bankruptcy laws to allow us 
to handle bank insolvencies that way. The issue is that we actually 
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do it and we actually are able to resolve these systemically impor- 
tant institutions without disrupting financial markets. And I be- 
lieve we can do it within the OLA authority within the Govern- 
ment. We can do it through a rewriting of the banking laws. Either 
way, the crucial thing is we actually do it and establish credibility 
that it will be done. And I have had occasion to speak with the 
folks at the FDIC a couple of times about how they would do it, 
and specifically how quickly this process would run. And I myself 
would prefer a slow process in which contracts are allowed to run 
off, the bank is allowed to stabilize. Yes, we have losses, but we 
do not race in order to find a buyer for that bank, that we use the 
word “liquidation” and that we take that word seriously, that we 
stabilize the bank, we liquidate it if possible into pieces, and not 
resolve that at the end through some kind of a large purchase and 
assumption merger. 

Chairman Brown. Thank you. 

Dr. Kupiec. 

Mr. Kupiec. Thank you very much. Chairman Brown. This is a 
very important question, and it is actually a question that is at the 
heart of the whole SIFI designation Dodd-Frank process. 

When you say would a bank of this size be systemically impor- 
tant and should it be designated, well, if it fails in isolation, cer- 
tainly not. What happens if it fails in a real crisis when many 
banks are failing? That is the problem. And the problem in Dodd- 
Frank, Dodd-Frank is ambiguous. It does not say when a failure 
is supposed to cause systemic risk. And this is a real ambiguity, 
so you do not know how the FSOC or anybody else is actually eval- 
uating the circumstances surrounding the failure, and that is an 
ambiguity that really should be taken care of We need to specify 
under what conditions it will be a problem. 

I have suggested in my written testimony — I have a pretty 
lengthy part on it, on this issue, about regional banks, and I agree 
with my colleagues that a regional bank should be broken up, and 
that — if it could be broken up in a resolution, that means it is not 
systemic. 

What I think this needs to mean — and this is my reference to the 
lost opportunity under the Title I authority — is that when you do 
an orderly resolution plan and submit it to the FDIC and the Fed- 
eral Reserve Board, the FDIC should be required to figure out that 
if that bank were to be taken into a regular FDIC resolution, not 
a Title II resolution but through the normal FDIC resolution proc- 
ess, how would the FDIC break that bank apart? 

Now, there are a lot of problems with breaking a bank apart. 
Historically, when the FDIC gets a big bank, it sells the bank in 
a whole-bank transaction. And there is a legal reason for that. 
Under FDICIA, the FDIC is required to resolve a bank in a way 
that is least costly to the Deposit Insurance Fund. And a whole- 
bank resolution is almost always the least costly way to resolve a 
bank. So, legally, if there is a whole-bank bid for a very large bid, 
under current law if it is an FDIC resolution, an FDI Act resolu- 
tion, the FDIC does not have a choice. They cannot take the bank 
into a bridge bank and take all the time to break it apart if it will 
cost more. And it almost certainly will cost more. But the time 
taken to bridge a bank in the resolution process and break it apart 
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is the price we have to pay to reduce systemic risk. But to do that, 
you do not need Title II. You just need to use Title I, the plan, the 
planning part, and change the law so that the FDIC is required to 
break large banks up when it resolves them. 

In that case, there would be no reason to treat — in my opinion, 
at least most of the things that we would call regional banks now, 
$250 billion or less that mostly do commercial banking in a region, 
most of those do not have any business being designated at all. 

Now, again, if all of them are in trouble at the same time, we 
have a problem. You cannot — unless you are willing to let the 
FDIC bridge all these banks and run them until they can sell 
them. And even under Title II we have a problem because you have 
still got the FDIC bridging banks and breaking them apart. 

So the problem is not really solved in the context of a true finan- 
cial crisis when there is a problem and lots of banks get in trouble 
at once. 

So I think there is still a lot to work on here. I think that is 
when contingent capital — although it is not a resolution, it is a re- 
organization, but contingent capital has a lot more promise in a 
systemic crisis when many large institutions would be in danger of 
a Title I or a Title II or direct Government guarantee. 

So I could speak more about the Title II and why the bank — why 
the FDIC needs to take over the holding company. There is the 
whole case of NexBank in 2002 that was a horrible resolution expe- 
rience for them. I am happy to talk about that at length, but I 
think I should stop now. 

Chairman Brown. Thank you. Dr. Kupiec. 

Senator Toomey. 

Senator Toomey. Thanks, Mr. Chairman. 

A quick follow-up on some of the points that Dr. DeYoung made, 
which I thought were some thoughtful and interesting points on 
managing a resolution through Title II. But it strikes me that parts 
of Title II are problematic in the way they are written, problematic 
in doing a slow process. It seems that Title II is effectively mostly 
an execution order. The bank gets executed. I mean, that is the 
purpose as a practical matter. Management has to be all fired re- 
gardless of which managers are actually at fault. That does not dis- 
tinguish — and, frankly, I would really seriously question the com- 
petence of the FDIC to run JPMorgan Chase or to run Lehman 
Brothers. The FDIC is competent at rolling up small banks over a 
weekend. There is no question about that. But running a $2 trillion 
multinational that is enormously complex, I really rather doubt it. 
But this is probably a better topic for a different time, if we could. 

I want to go back to observing a very interesting agreement that 
I discerned, I think, which is I think every single panelist here said 
that it does not make sense to have an automatic SIFI designation 
at $50 billion by virtue of that criteria alone. That is an important 
agreement because, of course, the law does exactly that. 

So I share that view, but rather than trying to guess what the 
right number is, because, frankly, I do not think $75 billion is the 
right number either, I wonder if each of you would comment briefly 
on whether we should have qualitative criteria instead of an arbi- 
trary dollar value of assets, things like funding sources, capitaliza- 
tion, liquidity, the composition of assets, other criteria that we 
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might use rather than pick some other arbitrary number above 
which we would designate everybody for this very expensive, in my 
view, overregulation. Dr. Herring, if you would begin. 

Mr. Herring. Yes, I think that the international agreement on 
identifying global systemically important institutions actually does 
speak to your point. They do have five quantitative indicators, but 
there is a clear role for a judgmental override that must be clearly 
stated. And that is how, in fact, we get some smaller banks, and 
some of the bigger banks that actually do not have systemic impli- 
cations are not included. 

Senator Toomey. Could I just suggest, adding a subjective ele- 
ment would be one way to get away from a numerical hard and 
fast 

Mr. Herring. A judgmental, a qualitative 

Senator Toomey. Right. But we could also have other quan- 
titative measures. 

Mr. Herring. You could. 

Senator Toomey. Like liquidity and capitalization and off-bal- 
ance-sheet 

Mr. Herring. Those are included. 

Senator Toomey. activity here they may or not be subjective. 

They could be fairly 

Mr. Herring. No, those are all included in the quantitative indi- 
cators. Each of those 

Senator Toomey. Not under Dodd-Frank, right? 

Mr. Herring. Not under Dodd-Frank, but under the FSB, which 
I think had the benefit of coming after Dodd-Frank. 

Senator Toomey. Right. 

Mr. Herring. And, frankly, did a more sophisticated job of look- 
ing at this question. Congress did this in an immense rush, and I 
do not think it was a very thoughtful solution. 

I would also add that I share your interest in having sort of bet- 
ter procedural clarity, and I think better bankruptcy laws could be 
helpful. I would commend the work of the Hoover Stanford group. 
I must confess that I played a minor role in it, but it has just been 
published, a Chapter 14 proposal, that would, in fact, amend the 
Bankruptcy Act to deal with financial 

Senator Toomey. I would just point — their work very signifi- 
cantly informed my judgment as we developed our legislation. 

Dr. Thomson. 

Mr. Thomson. I do not think that having a hard and fast num- 
ber, a bright-line rule in legislation like the $50 billion or $250 bil- 
lion, is useful for making the designation. Now, it may be useful 
to have a rule where you automatically review a company for that 
designation, but not designate them until you look at the number 
of factors, liquidity, their interconnectedness, their importance in a 
particular financial market, and if somebody clears 40 percent of 
the derivative contracts of a certain type, that should probably go 
into your consideration as to whether or not they are systemically 
important or not. 

So I think having some benchmark but being just a guideline we 
will automatically review for this would be the way to go, but then 
to dig deeper and understand what are the very things that are 
going to prevent us from either in isolation as a single institution 
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or as a group of institutions take them down, which is part of the 
reason why I mentioned in my remarks, we should be developing 
these contingency plans by the regulatory agencies on how would 
we actually take these institutions down. 

Now, the living wills that are in Dodd-Frank is a piece of the in- 
formation of how do we go about that. When we develop these 
plans, that would tell us where the pressure points in the system 
are, ones we need to address in identifying which institutions are 
the problem. 

Senator Toomey. But what I understood you to say is that you 
agree with the premise that the actual activities of the bank ought 
to be given more weight than an arbitrary dollar value of assets? 

Mr. Thomson. Yes, any threshold set using the dollar value of 
assets is inherently arbitrary, my work shows size is not the deter- 
mining factor. It is the activities themselves. And it just turns out 
that really large banks tend to be in all the activities that leads 
us to consider them systemically important. 

Senator Toomey. All right. Thank you. 

Dr. DeYoung. 

Mr. DeYoung. Yes, you have put your finger on one of the poten- 
tial weaknesses of orderly liquidation authority, and that is, who 
will run these institutions after we excuse the board and the top 
management? 

A couple of things. One is, of course, at that point the bank will 
be run in a very different way with a very different objective func- 
tion. The objective will be not to grow the bank, not to look for risk 
opportunities, not to look for growth opportunities, but to service 
the customers, to allow financial contracts to run their course, and 
to stabilize the finances of the bank. So the challenges are a little 
bit different. We would need to know where all the bodies are bur- 
ied, of course, and hopefully the orderly — the living will would do 
that. But it may not be as big a challenge as one would think. This 
does speak to the concept, to the question of credibility. This is all 
part of what we will find out when we allow the FDIC or a bank- 
ruptcy court under a different set of rules to resolve one of these 
large banks in a slow and thoughtful way. Credibility has to be es- 
tablished, and as we do that, of course, we will make mistakes. 
But, you know, the first time we go through this, it is not going 
to be perfect. Losses do have to be taken somewhere. 

Senator Toomey. Dr. Kupiec. 

Mr. Kupiec. Yes, thanks. I think this whole thing is a funda- 
mental problem because systemic risk is not really a very well de- 
veloped science. It really became popular, a popular thing to talk 
about, to write papers about, after the crisis. The economics and 
the science really are not sound and there yet. Of course, we all 
know we think systemic risk exists because we saw the crisis. 

Now, in terms of size alone as a cutoff, I agree with you that any 
arbitrary size is — there is no science that supports a $50 billion — 
I have that in my testimony, I agree. It doesn’t support any num- 
ber. But if the pure economics of it is, especially in the case of a 
bank, size is related to the damage it would cause to the economy 
if you were to lock it up and shut it down and freeze everybody 
that uses that bank for financial intermediation. 
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Now, the reason we do not see size mattering in modern times 
is because we already had in place mechanisms to prevent the 
bank intermediation function from getting locked up. The FDIC 
stepped in, and it sold the bank to another bank. And so there was 
a small disruption and some problems there. But more or less the 
economics smoothed out because the FDIC had already stepped in. 

Back in the 1930s, when you did not have that process, it was 
a really bad time. You lost access to credit, financial intermedi- 
ation, deposits got locked up. It was really bad for the economy. 

So the reason we do not see large bank failures per se having an 
effect on the economy is largely because we had things in place for 
a long time that helped fix that. So size clearly does matter for sys- 
temic risk, pure and simple, but we have things that can handle 
the systemic risk associated with many of these things. It is only 
when you get to the very large banks that either the things we 
have in place now make bigger banks — that is the way we fix it, 
we put a failing big bank into another big bank, and we create an- 
other bigger bank. You can only play that game for so long, and 
we are kind of at the end of that route. Or we do something else. 

And this breaking apart of the bank — and I am on board with 
Bob in that, but I do not think you run the bank’s business down. 
I think you have to run it as a bank, but you have to split it up 
and sell it, because if the bank really does have important func- 
tions and you really take over that bank and you say, OK, now we 
are in lockdown mode, all these things have to stop, you have to 
stop lending, it is just run off contracts, but then you are going to 
impose financial losses. 

So I think you have to run the bank, but you have to plan to 
break it up in the resolution process if you get there. And I think 
that should be through Title I and deposit insurance. The holding 
company issues I think should be solved through the Title I proc- 
ess, and I think about it that way. But I think there is a tradeoff 
here, and we do know from history that, you know, just holding 
onto the bank and running it down, you know, is not going to be 
as smooth as a whole-bank resolution has been in the past. 

Thanks. 

Chairman Brown. Senator Warren. 

Senator Warren. Thank you, Mr. Chairman. Thank you all for 
being here. 

I want to focus on another part about SIFIs. Last week, the new 
Vice Chair of the Fed, Stanley Fischer, spoke about the Fed’s role 
in financial reform, and he made some claims about the too-big-to- 
fail problem that I would like to be able to get your comments on, 
and I am just going to kind of break it apart into the different 
claims he made. 

His first claim was that the evidence was basically mixed on 
whether bigger banks take on more risk than their smaller coun- 
terparts. And I find that hard to believe, particularly for banks in 
the United States. 

Professor DeYoung, you have noted that four out of ten of the 
biggest U.S. banks in 2008 either failed or had to be bailed out. 
That is a 40-percent failure rate. By contrast, only 6 percent of 
smaller banks failed during the crisis. 
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So, Dr. DeYoung, given those data, is it fair to conclude that big- 
ger banks, say those over $500 billion in assets, tend to take on 
more risk than their community bank and regional bank counter- 
parts? 

Mr. DeYoung. Well, thank you for reading my research, or 
thank you to your staff for reading my research. I appreciate that. 

I think it is unquestionably true that, on average, larger banks 
are involved in riskier activities. And in the end, at least over the 
most recent distress we have gone through, they are failing in larg- 
er proportions, and I think you have to be blind to conclude other- 
wise. 

Senator Warren. OK. Good. We have got a point one. 

Mr. DeYoung. That is point one. 

Point two, though — point two, though, is have we done things 
to — is it size alone that is causing these banks to take more risk? 

Senator Warren. Well, we are going to come there. 

Mr. DeYoung. Yes. 

Senator Warren. We are going to come there; I promise. 

Mr. DeYoung. Very good. OK. 

Senator Warren. OK? Because we are just going to do these, 
though, by pieces because I want to make sure I am getting them. 

Mr. DeYoung. Very good. I am going to hold you on that. 

Senator Warren. All right. 

Mr. DeYoung. OK. 

Senator Warren. The second one is about the question about 
economies of scale for big financial institutions. 

Vice Chair Fischer addressed the economies of scale, saying 
whether or not banks become more efficient and reduce their mar- 
ginal costs as they grow bigger, and he pointed to recent studies 
that say that such economies of scale exist even for the largest 
banks. 

So I am a little skeptical on the point, but I want to open it up 
to the panel. Does JPMorgan, for example, really become more effi- 
cient when it grows from $2.4 trillion to $2.5 trillion, or we will do 
an even bigger leap, when it grows from $1.5 trillion to $2.5 tril- 
lion? 

And I will just go down the list here. Dr. Herring. 

Mr. Herring. I think that is — oh, excuse me, I think that is a 
very difficult issue. 

All the evidence until very, very recently has indicated that 
economies of scale peter out at a level well below the $250 billion 
mark. And, in fact, if you look at banks of any given scale, the dif- 
ference in efficiency between the most efficient bank and the least 
efficient bank is much, much greater than anything you could get 
out of scale and scope. 

There has been some very recent research actually done by the 
new President of the Cleveland Fed that suggests otherwise. 

What concerns me about this is that I do not feel comfortable 
that it has taken into account the too-big-to-fail advantages, nor do 
I think that it has taken into account the obvious diseconomies of 
management. It is very, very difficult to manage one of these insti- 
tutions. It is humanly impossible to understand everything that is 
going on. And I think there is a limit to our ability to actually exer- 
cise effective control over such huge, complicated institutions. 
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That really needs to be taken serious. 

Senator Warren. OK. Good. 

Dr. Thomson, did you want to add anything to that? 

Mr. Thomson. Yes. Along with the funding advantages that 
these institutions enjoy because, obviously, you do not have to pay 
as much for liabilities if people credibly believe that you will never 
be closed and have losses imposed on them. 

There are all sorts of activities where massive size gives these 
banks an advantage over smaller ones. And I think that these ad- 
vantages show up as cost efficiencies in studies of scale and scope 
economies in banks, where in fact, it is an artificial efficiency. 

If you look at some of the things like lines of credit, standby let- 
ters of credit and all these sorts of things, customers take those 
from banks they think who can perform on them. 

If you are a bank that is considered too big to fail, you are con- 
sidered somebody who is a good credit, who will be able to perform 
on that contract going forward. 

And, I think this aspect of systemic advantage is why studies 
pick up cost efficiencies in the largest institutions. 

I do not believe in the credibility of economies of scale literature 
that find cost efficiencies above the $250 billion mark. 

Senator Warren. OK. Anything you want to add to that. Dr. 
DeYoung, on the efficiency point. 

Mr. DeYoung. Yeah, on the efficiency part. 

Senator Warren. I promise we are coming to the third one. 

Mr. DeYoung. On the efficiency, yeah, scale economies. We do 
not have any idea whether there are scale economies of large 
banks. 

I published — I am editor of the Journal of Money, Credit and 
Banking. Two of the most recent three important scale economy 
studies have been published in my journal. The most recent — and 
all three of those — all three of these important studies find dif- 
ferent results. All right. 

So we do not know. No disparagements toward the researchers; 
these are incredibly different things to be trying to estimate. 

I will point out that the most recent of the three papers does ad- 
just, or attempts to adjust for, the financial advantages that too- 
big-to-fail banks have, as James has mentioned. 

Senator Warren. Yes. 

Mr. DeYoung. Puts those into the cost functions that they are 
estimating. And when they control for the too-big-to-fail advantage, 
the scale economies go away. 

So this is one out of three studies. We cannot draw any firm con- 
clusions on this, but it does suggest that — and this is to the point 
earlier — large banks are more risky; however, they have lower 
costs of financing due to too-big-to-fail, and this gives them a dif- 
ferent set of profitable opportunities to chase. 

Senator Warren. So I will tell you what; instead of asking the 
same question a fourth time, what I will do is I will now cut to the 
one that intersects the pieces. 

And that is so we have the problem of the increased riskiness of 
the largest financial institutions, no evidence that they are more ef- 
ficient, some evidence that what they are doing is taking advantage 
of the benefits of too-big-to-fail. 
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I want to hit the very last part of this, and that is the intersec- 
tion of size with risk with cost. 

And, that is if two banks have an equal chance of failure — let’s 
set it up that way — is there anyone who thinks that the failure of 
a $2.5 trillion bank poses a smaller risk to the economy than the 
failure of a bank that is half that size or a quarter that size? 

I want to see the intersection here. 

Why don’t I start with you. Dr. Kupiec, and we will come back 
down the other direction. 

Mr. Kupiec. No, I clearly think that size does create bigger spill- 
over effects, and at the very largest institutions it would be a bad 
thing if one of those institutions fails. There is no — I think there 
is no doubt about that. Even under the best Title II Dodd-Frank 
thing we could come up with, it still would not be pretty. 

But where this kicks in, in the size range, is, I think, a pretty 
difficult question to know. So, if a $250 billion bank is 10 times 
smaller and not doing the same activities as JPMorgan Chase, a 
$100 billion bank is not doing anything like that probably. 

So, I mean, there is a big range here, and I think, for sure, the 
systemic risk is related to size. I have published papers that show 
that, using historical data from 1900s, before we had any safety 
nets. It is pretty clear that if you have a lot of little banks fail, you 
have got a problem. You have one big bank failing; you have got 
a problem if the little banks fail at the same time. 

But where this line crosses, I cannot pick a number. 

Senator Warren. OK, cannot pick a number, but we are sure 
that the end is somehow different here — the furthest point out on 
it. 

Mr. Kupiec. I would agree with that. 

Senator Warren. Dr. DeYoung. 

Mr. DeYoung. Yes, I agree with Paul; there is no way we can 
draw a brightline. 

I will point out that some of these large banks were using the 
same business models as the large banks that became insolvent 
and came through the crisis with flying colors. In fact, some of 
them came through so well that we asked them to buy some of the 
large failed banks. 

I would not draw any lessons and apply them to all banks. The 
best of all cases is we remove the too-big-to-fail subsidies and then 
let the market determine which bankers are good, smart bankers 
and which bankers are not. 

Senator Warren. Dr. Thomson. 

Mr. Thomson. Yes. I am in agreement with my two colleagues. 

An element of this is not only would a large institution have a 
much bigger impact because it is just going to affect so many more 
markets and so many more activities, but there is also the aspect 
of anticipation. 

We can imagine a $250 billion bank being taken down and failed. 
We cannot imagine this happening to a $2.4 trillion institution. 
And the expectations of what is going to happen and how that will 
be handled is important. If the failure is handled differently than 
the market expects it to be handled, as we saw with Lehman 
Brothers, that is going to create the dislocation. 

Senator Warren. Good point. 
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Dr. Herring. 

Mr. Herring. I agree with all three of the panelists. 

Let me make one additional point about economics of scale, and 
that is that there are elements that clearly do have economies of 
scale. If technology is involved, we know that running larger 
batches of things is going to give you lower cost. 

And what we need to figure out is a way for the whole industry 
to participate in those economies of scale rather than concentrating 
them in a single institution and tying up a systemically important 
function with the fate of one institution. 

The other issue that is giving rise to economies of scale that is 
very worrisome about the current regulatory system is that the 
fixed costs of running a bank — having the systems in place, having 
compliance officers in place — is becoming a very large barrier to 
entry, and it is something that actually will make it more efficient 
to be larger. 

Senator Warren. Oh, yes, and again, talking about where we are 
on that continuum. 

Mr. Herring. Yeah. 

Senator Warren. But it is a very good point. Dr. Herring. 

So, thank you. I appreciate it. 

I think we have agreement that size matters, that it would not 
be smart just to limit the size of banks and sit back and say we 
have solved every problem, but that the combination of adding risk, 
of banks that are more complex, that there is a greater impact if 
they do fail — and I would add that they have more political power 
and that permits them to pull in additional subsidies — all matter, 
and that happens because they get big. 

So we cannot win the battle against too-big-to-fail just by at- 
tempting to make banks safer. I think the battle for a safer bank- 
ing system is also a battle over size. 

Thank you. 

Thank you, Mr. Chairman. 

Chairman Brown. Thank you. Senator Warren. 

Dr. DeYoung, I think before you were able to get here Senator 
Warren spoke about the advantage of size, that competition is not 
so much price and the failure of the market there or the advan- 
tages they have, but the advantages in political power that you 
spoke of And I think that was good insight. 

I found your answers to the economies of scale issue pretty inter- 
esting, that Senator Warren brought up, even in contrast with the 
study, as one of you pointed out, by the new Cleveland Fed Presi- 
dent. And I think your comments were pretty compelling. 

I want to ask Dr. Thomson one question about that and then 
shift to something else. 

You mentioned you are all familiar with IMF and Bloomberg and 
the estimates of 60-80 basis point advantage on the capital mar- 
kets — $80 billion. You all, of course, are familiar with those studies 
and those contentions. 

But, Dr. Thomson, you said it is much more, though, the advan- 
tages they have because of size are greater than just the capital 
market cost of capital. Could you expand on those for a couple of 
minutes? 

Mr. Thomson. Yes. I mean 
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Chairman Brown. Delineate as much as you can on that. 

Mr. Thomson. Yeah. So Dr. Herring mentioned one thing; com- 
pliance is much easier for large firms. If you have to add 1 person 
to a staff of 50, that is a much smaller cost than adding 1 person 
to a staff of 2. 

There are a lot of contracts where the perception of being too big 
to fail gives a bank a competitive advantage. 

There was some research that was done in the late 80s early 90s 
looking at whether loans made through lines of credit or loans ex- 
tended through standby letters of credit or other types of guaran- 
tees, whether they were riskier or not. And what they were finding 
is they were not. 

And what some of the research was finding was, in fact, that 
safer banks were the ones who were writing these types of con- 
tracts, they were the ones doing the business, and that this was a 
form of market discipline on them because customers do not buy 
contracts that require performance by somebody if they do not 
think you can perform. 

Well, if you are too big to fail, if you are thought of as somebody 
who will never be closed, then I will feel safer entering into a con- 
tract with you than somebody else who I think there is a chance 
that next year when I need that credit that they will not be there 
to perform. 

And so it is these types of aspects that are within the businesses 
of these institutions that give them an advantage that you will not 
pick up by just looking at a funding cost, but it gives them a funda- 
mental advantage in the business because they have — they are 
competing with — a guarantee that other people do not have. 

Chairman Brown. And you think customers — is there evidence 
in studies that customers sense that, know that and act upon that? 

Mr. Herring. Yes. There are, in fact, services that advise cor- 
porations on banks they should establish a relationship with be- 
cause those banks are more likely to be able to perform on the con- 
tracts. It is a very good point. 

Chairman Brown. Good. Well said. Thank you. 

A housekeeping issue, I ask unanimous consent the following two 
documents be included in the record — a letter from the Clearing 
House Association, a statement from the Special Inspector General 
for the Troubled Asset Relief Program, SIGTARP. 

Without objection, we will enter that in the record. 

In a statement just submitted to the record — and this is a ques- 
tion I want to ask all of you — the Special Inspector General for 
TARP says that nine institutions that were given capital injections. 
The four largest banks, three large investment banks and two cus- 
todial banks “were chosen for their ’perceived’ importance to the 
markets in the greater financial system.” 

The Government conducted stress tests after TARP but also an- 
nounced that FDIC would guarantee the debt of all banks with at 
least $100 billion in assets. 

And, according to the GAO, the Government offered banks with 
$50 billion or more financial support of around 10 to 11 percent of 
their assets; for banks with between $10 and $50 billion, the sup- 
port percentage was about half of that amount. 
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So, two questions for each of you, and I will start with you, Mr. 
Kupiec: 

Why were these decisions made in 2007 and ’08; what do you 
think? 

And how important are market perceptions, and what does the 
market expect today? 

Mr. Kupiec. Well, the TARP decisions were clearly made in a cri- 
sis mode, and they wanted to ensure or inject confident in the pub- 
lic on the largest institutions. 

When it came to picking and choosing among the smaller institu- 
tions who got money in TARP, there was an application process. It 
went through review. 

I am not particularly — I was not privileged to be involved in 
those discussions. So I do not know exactly, you know, why they 
got less money, but certainly the headline institutions were the 
first to take; they were taken care of 

Chairman Brown. So, Dr. DeYoung, how important are market 
perceptions, and what does the market expect today? 

Mr. DeYoung. Well, for the smaller banks, market perceptions 
are pretty much moot. There were many, many small banks who 
are not publicly traded that received TARP. 

And the market perceptions — I mean, you are talking about fi- 
nancial markets, correct? This is your question? 

Chairman Brown. Yes. 

Mr. DeYoung. Yes, financial markets are not important there. 

I would say as long as the subsidies here were done in a trans- 
parent fashion there would be no uncertainty to investors, and 
therefore, I think that the pricing of the risk of these firms would 
be very efficient. 

The minute these subsidies start to go — start to happen with 
some lack of transparency, then I think market perception becomes 
very important because then if there is any risk, any uncertainty, 
about whether a bank is being supported or not supported or the 
degree of their support I think the markets will discount the price 
or increase the risk of those institutions. 

So I think your question depends on how transparent the process 
was, and with TARP it seems to have been relatively transparent. 

Chairman Brown. Dr. Thomson. 

Mr. Thomson. All right, so one comment on the TARP at the 
large side. Institutions at the top end, of course, were not given a 
choice. They were going to take the TARP money although we 
know two of them decided that they needed extra TARP money in 
the process. Again, that application process for the smaller institu- 
tions was a bit different. 

I think whenever you, during a crisis period, signal that you are 
going to stand behind institutions without setting any type of thing 
in place that says this is it, this is the only time, you condition 
market expectations for those types of bailouts to become forth- 
coming the next time. 

And this is a self-reinforcing process. The more markets believe, 
the greater the potential dislocation and the more you are going to 
tie the hands of the bank regulators and Congress to provide the 
subsidies to these institutions until you can put in place something 
credible that says, going forward, this is what is going to happen. 
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And then you have to be able to follow up and do it when that hap- 
pens. 

Otherwise, you are just going to perpetuate the very same sorts 
of risk-taking through the subsidies that is going to drive the next 
crisis. 

Chairman Brown. Dr. Herring. 

Mr. Herring. I very much agree with those points. 

I think that the TARP episode is exactly what Dodd-Frank is try- 
ing to prevent and it is a very important point of market expecta- 
tions. 

I think probably the best example of that was the bailout of Bear 
Stearns which, unquestionably, made the Lehman Brothers crisis 
much greater. The markets expected that if Bear Stearns received 
a subsidy and it was half as complex, half as large as Lehman 
Brothers, Lehman Brothers surely would. 

And when markets are disappointed in something that they have 
come to believe because of the behavior of officials over time, they 
react very badly. When people think the rules of the game have 
changed, they rush for quality. We saw that in markets with pres- 
sure bills from one point even going negative. And they tend to sit 
on the sidelines until they think they know the rules of the game 
again. 

That means that if we want a new regime to work, we have got 
to be very consistent in applying it. Sadly, that probably means 
that we need a crisis of just the right size, something that will 
show these tools work, whether they be bankruptcy or the Title II 
authority, and work effectively so that people will have confidence 
that we have a new regime in place. 

But I think, until then, there are going to be very troublesome 
questions about whether we, in fact, have the ability to do what we 
say we are going to do. 

And the willingness, I think, has been a good point made before, 
too. 

Chairman Brown. Thank you. 

Talk about FSOC and ask for your thoughts and recommenda- 
tions about what they might consider. 

Dodd-Frank authorized FSOC to make recommendations to the 
Fed regarding enhanced prudential standards and adjusting the 
applicability of those standards to different kinds and different 
sizes of institutions. 

FSOC, for example, may set an asset threshold that is higher 
than $50 billion for the applicability of certain enhanced prudential 
standards under Section 165, such as resolution plans or concentra- 
tion limits. 

Should FSOC do that? 

What would you recommend that FSOC do in making those judg- 
ments, Dr. Herring? 

Mr. Herring. I think this question is very much parallel to the 
question of identifying SIFIs. Just as we have said that size is not 
a magic number for a SIFI designation, I think it surely should 
have enhanced supervision as well. 

That, of course, takes you into some uncomfortable judgmental 
grounds because you need multiple kinds of indicators and you 
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probably need some sort of judgment overlay. It should be trans- 
parent, but I think it would be a mistake to base it on size alone. 

Chairman Brown. Dr. Thomson. 

Mr. Thomson. Yes, I concur. I think we 

Chairman Brown. We have kind of established that for all four 
of you on size. 

So, speak elsewhere, what else that they should have. What else 
they should consider as they make suggestions, make statements, 
make rules? 

Mr. Thomson. Well, I think one of the things that we need is 
more information transparency, more granularity of information. 
One of the big things we see is concerns about transmission over 
payment systems or through common asset holdings or through de- 
rivatives markets. 

We are starting to get more information collected on this. Some 
of it is an outgrowth or direct result of Dodd-Frank. 

We do not collect all of the information we need, particularly for 
the institutions we think are systemically important. We do not col- 
lect the types of information at the level of detail — collecting such 
information from large institutions would not pose an undue bur- 
den on them, while it would for a small one — that would allow us 
to really see what these connections are. 

Now, in Europe, we do see this information being collected, and 
we see this information being used to understand what the connec- 
tions are, what the pressure points are and what the danger points 
are. 

And I think until we start putting more information in place the 
process for labeling financial firms as systemic is going to be more 
judgmental than what I would be comfortable with. 

Chairman Brown. Dr. DeYoung, thoughts? 

Mr. DeYoung. I will pass on this question. I will let Paul go. 

Chairman Brown. OK, Dr. Kupiec. 

Mr. Kupiec. The FSOC — it sounds like a good idea, and the sec- 
tion gives the FSOC the power to sort of designate a different set 
of criteria. But in the end the FSOC is not very transparent, and 
it is all judgment-based. 

And the FSOC is dominated by bank regulators, by far and 
away, and it is not clear to me that the bank regulators would 
want to give up some of the smaller banks. 

I think they very much like, according to Governor Tarullo’s 
speeches, their stress-testing approach. They want to replace the 
capital requirements, in fact. Governor Tarullo is on record of say- 
ing he would like to replace Basel with stress test as the primary, 
and it is the primary tool right now in which the Fed determines 
capital. 

But the whole system of designation by the FSOC — ^because there 
is really no hard and fast science about systemic risk, when does 
the failure of a firm cause financial instability? 

Is it if it fails by itself in isolation during good times or if it fails 
by itself in isolation during not so good times, or is it when it fails 
with other firms at the same time and times are not good? 

These are all different circumstances, and the law in no way 
speaks to what the situation needs to be for the FSOC to consider. 
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It is very vague and ambiguous, and it is entirely then left up to 
the judgment of the FSOC. 

So I do agree that a $50 billion automatic designation for bank 
holding companies is way too low. 

I also agree that I do not know the right number that that 
should be raised to, but I do not think turning it all over to the 
judgment of the FSOC, the way it operates today and without any 
real constraints and transparency, is something that I would rec- 
ommend. 

Once the FSOC determines that a company is systemically im- 
portant, how does it get out of that? 

It does not tell you when it designates it. The insurance compa- 
nies that have been designated do not have a list of things they 
have to do to become undesignated. 

There are property rights involved. When you are designated, all 
of a sudden you have to satisfy a whole bunch of rules. This slams 
profitability and shareholders, and pretty soon you have got Fed 
regulators crawling over you, you know, once a year. And you are 
an insurance company. You never had this before. 

There are real issues associated with this decision, and yet, the 
firm that is getting evaluated does not have a whole lot of say. 

They do not, for example, have to file an orderly Title I resolu- 
tion plan to the FSOC before they get designated, where one of the 
criteria for designation is the fact that if they were to fail in bank- 
ruptcy it would cause a problem. Well, you do not even give them 
the right to file that report. 

There is none of that that has been done in any of the designa- 
tions. 

So, right now, until we really tune up the FSOC designation 
process, and put some structure on it and some controls on it, I feel 
very uncomfortable in recommending that they get any additional 
powers, frankly. 

Chairman Brown. OK, understanding. Thank you. 

Dr. Kupiec, understanding your reluctance, your concern about 
empowering FSOC further, I want you — I want all of you — to be 
more specific about sort of where we go. 

And this panel has all said making this determination based on 
size alone, especially the size being $50 billion, does not make 
sense. It is costly. It is onerous. It is a burden on these banks that 
should not be there just by that criterion alone. I understand that. 

We know a number of things. 

We know banks above $50 billion have a whole different — as I 
mentioned in my opening statement, and Senator Toomey, and a 
number of us have, that banks above $50 billion have a whole dif- 
ferent range of business models, some way less risky than others. 

We know that banks with less than $100 billion, on average, hold 
just 6 percent of the assets of all the banks over that are SIFI-des- 
ignated. 

We know that the large — that the banks above $100 billion aver- 
age less than 1 percent of the largest banks’ over-the-counter de- 
rivatives. 

They engage in just 1 percent of repo and security lending. 

So we can see where the risk mostly is concentrated. It is, obvi- 
ously, not in the smaller banks. 
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So my question — a series of questions on this: 

Should regulators focus on particular business models or activi- 
ties? 

Should regulators think about physical commodities? 

We did a couple of hearings in this Subcommittee on banks’ own- 
ership of everything from oil tankers to aluminum and electricity 
generation. Should contending — I think the conclusions in these 
hearings were, one, big banks have an advantage that in the real 
economy is perhaps unfair and that it brings more risk to the fi- 
nancial system, their involvement that way in the real economy, all 
those issues. 

So, be as specific as you can, and I will start with you. Dr. 
Kupiec. And I think this probably will be the last question. 

Mr. Kupiec. OK. 

Chairman Brown. And one more thing, how specific you can be 
on what kinds of determinants we should make, we should use, 
whether it is FSOC or somebody else, as regulators. 

Mr. Kupiec. Looking at the practical side of things, that probably 
nobody is willing to open up Dodd-Frank very broadly at least and 
you want to make a few adjustments around the edges to make it 
better, if I had to propose something, I suppose I would still use 
a dollar cutoff as the simplest thing. 

I would look — looking at the list of holding companies and recog- 
nizing what I think they do — and I have not analyzed every one of 
them in detail — the cutoff would be somewhere between today, to 
allow for growth, maybe $250 billion. 

And I would add some requirements that they not be involved in 
any critical specialized activity, perhaps like, you know, asset cus- 
tody — be a big asset custody manager or have too big a capital 
markets operation. 

I do not think that is perfect, and I do not — and it is certainly 
not right in any scientific way. But if I had to come up with a spe- 
cific solution, based on what I know today, I would not turn it over 
to a subjective assessment to the FSOC, bank by bank. I think 
there is no control there. 

I would think, second best, I would be forced to stick with a dol- 
lar number and a few caveat criteria, and it would look something 
like that, I think. 

Chairman Brown. Dr. DeYoung. 

Mr. DeYoung. Yeah, none of us are willing to commit to a num- 
ber. I guess Paul came pretty close there. 

Chairman Brown. I would say he did. 

Mr. DeYoung. He got pretty close. He actually said an integer. 

Business models are important. You do not want to name a busi- 
ness model, but I will point to two places we should be looking. 

Traditional banks originate and hold — originate loans and hold 
them. They do the financing of the loan. They underwrite the credit 
risk of the loan, and they bear the risk from the loan. 

Other banks have a business model in which they originate the 
sell, they make some fees, and they get rid of the risk. They do not 
do any financing. And although they have underwritten the loan, 
you are not sure about how they have basically handed over the 
bond raters to tell investors how risky these credits are. 
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Most banks do a mixture of these two types of underwriting and 
financing. So that is one dimension. 

Unfortunately, you would have to draw a line someplace — what 
percentage of your activities originate in hold; what percentage 
originate in sell? But the more originate and sell the bank does, the 
more systemic risk this is generating within the economy. 

The other place to look is whether the bank is funding itself with 
deposits or funding itself with market finance. 

And you know market finance. If you go down the list of firms 
that we look at as being particularly systemically crucial to what 
happened in the crisis, they all were funding their long-term assets 
with short-term market finance. So that would be the other place 
to look. 

Now these are functions. These are not necessarily business mod- 
els, but this is where I would look. 

Chairman Brown. Fair enough. 

Dr. Thomson, before you answer this, you had said in, I believe, 
your opening testimony, maybe it was in response to a question, 
that we should — you acknowledge that $50 billion is probably too 
low a number, but you said perhaps if it is $50 billion and up you 
automatically review their other activities. 

But if I heard you right, $50 billion would sort of be the trigger. 
Let’s review the activities of every bank over $50 billion, not des- 
ignate them SIFI — I am reading a bit into what you said — perhaps 
not designate them as SIFI unless they have other high-risk activi- 
ties or high-risk activities. 

Is that — do you want to 

Mr. Thomson. Yes however, I do not think $50 billion is the 
right number. I would go higher, somewhere on the order of $250 
billion for an automatic review, with the proviso that there are in- 
stitutions that are under $250 billion we may also want to look at 
because of the nature of their activities. 

But I think that setting a threshold for where you look and then 
apply some judgment is the answer — maybe that is where FSOC 
gets involved. 

Chairman Brown. So set a lower threshold, 50 or 100 for auto- 
matic review, but then look for the other, but at 250 it is automatic 
designation. 

Mr. Thomson. No, I would set a higher threshold, and I would 
set the higher threshold and have automatic review for designation 
above that dollar amount with, on a case-by-case basis, review of 
institutions below that dollar amount and maybe have a second 
threshold below which you just do not really look because I think 
there is little risk those institutions below a certain size are en- 
gaged in the activities that get larger institutions reviewed. 

In your opening remarks, you talked about the traditional re- 
gional banks that are in Ohio, Pennsylvania, Illinois, and Indiana 
that do a very sort of classic, what you might call a Glass-Steagall 
type banking business. They lend. They provide trust services for 
customers. They raise most of their funding through their retail 
branch networks. 

And that is a very, very different type of business than someone 
who is doing proprietary trading or a lot of trade on behalf of cus- 
tomers. 
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I think if you want to point to activities associated with systemic 
importance, I would look at activities that go heyond what we think 
of this traditional retail-focused banking model. 

Chairman Brown. Thank you. 

Dr. Herring. 

Mr. Herring. I do think that this analysis should be very con- 
gruent with the analysis for designation of SIFIs. 

And I think the Financial Stability Board has actually developed 
a reasonable analytical approach that weights size. It weights 
interconnectedness, which would include involvement in capital 
markets activities and commodities. It evaluates cross-border activ- 
ity, complexity, the lack of substitutes for the services the firm 
funds and liquidity profile. 

And all of these things are weighted. One can argue about the 
subjectivity of the weights, but it gives you something to start 
from. 

Then I think if you are going to apply judgment, it should be 
very transparent. If you pick somebody up that is lower on this list 
and put it in, you should be very explicit about why you are doing 
it. If somebody on that list at a higher order is taken out, you 
should be very explicit about what you are doing. 

I think that is the best we can do with our current state of 
knowledge. 

Chairman Brown. Thank you. Thank you all. 

Some Members of the Subcommittee may send you written ques- 
tions in the next few days. Please answer them as quickly as you 
can if that happens. 

And thanks very much for your candor today and your good an- 
swers. The Subcommittee is adjourned. 

[Whereupon, at 11:51 a.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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Chairman Brown, Ranking Member Toomey, and distinguished Members of this 
Subcommittee, I am grateful for the opportunity to address you today at this hear- 
ing entitled, “What Makes a Bank Systemically Important?” 

I am Jacob Safra Professor of International Banking at the Wharton School, Co- 
director of the Wharton Financial Institutions Center, Cochair of the U.S. Financial 
Regulatory Subcommittee, Executive Director of the Financial Economists Round- 
table, a member of the Systemic Risk Council and the FDIC Systemic Resolution 
Advisory Committee as well as the Hoover Institution Stanford Resolution Project. 
Although my views have certainly been influenced by discussions with my col- 
leagues in these groups, the views I express today are my own. 

The question of what makes a bank systemically important continues to divide ex- 
perts. Some believe that recognition that some banks are systemically important 
will exacerbate moral hazard, leading to competitive inequities and the 
misallocation of resources. The concern is that institutions designated as system- 
ically important benefit from implicit Government guarantees that will give them 
an unwarranted competitive advantage. This is a legitimate concern, but, of course, 
much of the Dodd-Frank Act aims to eliminate the category of too-big-to-fail institu- 
tions and extinguish the implicit guarantee. I think this is the correct approach, al- 
though disagreement continues about whether the goal has been accomplished. 

Experience during the recent crisis indicates that the authorities are unlikely to 
refrain from bailouts if an institution which they regard as systemic encounters ex- 
treme financial stress. Thus I think it is pointless to deny that some institutions 
will be considered systemic. Rather we should aim to find ways to resolve them 
without creating intolerable spillovers for other institutions, financial markets and, 
most importantly, the real economy. If we succeed, it will end the implicit benefits 
banks derive from being regarded as systemic. 

Since the crisis, officials have undertaken major efforts to identify the factors that 
make some institutions “systemic.” The Financial Stability Board has developed cri- 
teria for making the designation based on several different indicators. ^ These indi- 
cators include the size of banks, their interconnectedness, their cross-jurisdictional 
activity, their complexity and the lack of readily available substitutes for the serv- 
ices they provide. Each November the FSB publishes a list of G-SIBs. Currently 29 
institutions are designated as G-SIBs. These 29 banks accounts for the bulk of ac- 
tivity in equity and bond underwriting, loan syndication, derivatives, foreign ex- 
change and custody. Eight of the G-SIBs are headquartered in the United States 
and they range in size from nearly $2.5 trillion to $222 million indicating that fac- 
tors in addition to size matter. 

Substantial efforts are underway to refine the indicators and to model the inter- 
actions among institutions that create systemic concerns. Although these efforts 
may help us better understand the interconnectedness of financial institutions and 
markets, I think that they focus on the wrong question. In practice, the authorities 
treat an institution as systemic if they fear that a loss to uninsured depositors and 
creditors would damage the financial system and the real economy. When faced with 
the prospect of a disorderly resolution, officials have too often improvised bailouts 
over frantic, sleepless weekends. If the authorities cannot make a credible commit- 
ment to abstain from bailouts, Systemically Important Banks (SIBs) will grow larg- 
er, more complex and more dangerous. 

I believe that the authorities have granted bailouts so frequently because they 
lacked reliable resolution tools. They relied instead on a policy of constructive ambi- 
guity, believing they could limit moral hazard by asserting that access to the safety 
net was uncertain. This policy seems naive and ineffectual. It can work only if mar- 
ket participants believe that bailouts will be random. But market participants do 
not believe that bailout policy is determined by a spin of a roulette wheel. They ex- 
pect that the authorities will behave rationally and provide bailouts to institutions 
that are regarded as systemic. ^ 

The Dodd-Frank Act can be viewed as a multipronged attempt to eliminate bail- 
outs and neutralize the threat posed by SIBs. Many of these measures are designed 


1 The Financial Stability Oversight Council (FSOC) has refined these criteria and applied 
them to a broader range of financial institutions in the United States. 

2 This is, of course, a prime example of a time inconsistency problem: what the authorities 
say ex ante is quite different from what they can expect to do ex post. 
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to reduce the likelihood that institutions will fail. The most important of these is 
the imposition of higher, better quality capital requirements with differentially 
higher capital requirements for SIBs. This is a welcome reversal of the policy before 
the crisis of giving SIBs differentially lighter capital requirements. While strength- 
ened capital requirements will ensure that SIBs have better shock absorbers, they 
cannot prevent failures — nor should they. Banks are in the business of taking risks 
and so long as they do so prudently they provide substantial benefits to the economy 
by intermediating between savers and investors, buying and selling risk and oper- 
ating the payments system. 

If banks cannot be made fail-safe, they must be made safe to fail. This requires 
resolution policies and procedures that will ensure that investors and creditors bear 
the cost of bank failures, not taxpayers. The Dodd-Frank Act addresses this problem 
in Titles I and II. This is a major enhancement of the regulatory framework. Before 
the Dodd-Frank Act, most institutions paid no attention to how they might be re- 
solved in the event of severe financial distress or what measures they might take 
to minimize the damage to the financial system. Lehman Brothers illustrated the 
problem starkly. It entered bankruptcy with no preparation. Indeed, the managers 
were uncertain about how many legal entities the holding company controlled and 
employees were unclear about which legal entity they worked for. 

Title I requires rapid resolution plans for all SIBs. These so-called living wills 
show how the SIB could be resolved under bankruptcy without causing damaging 
spillover effects on other institutions and financial markets. Living wills must in- 
clude: (1) an executive summary with a strategic analysis describing the firm’s plan 
for a rapid and orderly resolution (without, however, defining what period of time 
qualifies as “rapid”); (2) a description of how resolution planning is incorporated in 
the firm’s corporate governance structure; (3) a description of the group’s overall or- 
ganizational structure that includes a hierarchical list of all material entities, as 
well as jurisdictional and ownership information and mapping of core business lines 
and critical operations into corporate entities; (4) a description of management infor- 
mation systems that support the covered company and its material entities, includ- 
ing a detailed inventory and description of key applications along with identification 
of the legal owner or licensor and related service level agreements; (5) a description 
of interconnections and interdependencies among a covered company and its mate- 
rial entities and the covered company’s critical operations and core business lines 
along with a description of how service levels would be sustained during a material 
financial distress or insolvency; and (6) identification of supervisory authorities and 
regulators that oversee the covered company. 

For the largest and most complicated banking groups that have thousands of sub- 
sidiaries, the third requirement has been onerous. It demands not only a mapping 
of lines of business into corporate entities, but also details regarding material enti- 
ties, critical operations and core business that, at a minimum, describe types and 
amounts of liabilities. It also requires details about the booking of trading and de- 
rivatives activities, as well as an identification of major counterparties including de- 
scriptions of any interconnections or interdependencies among them. Finally, it re- 
quires that covered companies list all material trading, pa 3 mient, clearing, and set- 
tlement systems in which they participate. 

Most of these requirements can be seen as attempts to minimize the prospect of 
a Lehman Brothers-like disorderly bankruptcy by ensuring that both covered com- 
panies and regulators have thought through the end game in advance. Although this 
will not ensure an orderly resolution, it increases the likelihood that SIBs can be 
made safe to fail. Not only will the authorities have a more accurate view of the 
SIB and its interactions with the rest of the financial system, but also the process 
and costs of drawing up rapid resolution plans and responding to regulatory evalua- 
tions, may give institutions an incentive to reduce their complexity. Moreover, the 
authorities have the authority to compel a SIB to simplify its structure if it is not 
sufficiently responsive to regulatory reviews of its resolution plan over an extended 
period. 

While the D-F Act generally supports greater market discipline, it does not ad- 
dress the issue of public disclosure of resolution plans. The FRB and FDIC, how- 
ever, have required disclosure of a public section of the plan containing an executive 
summary that describes the business of the covered company including: “(i) the 
names of material entities; (ii) a description of core business lines; (iii) consolidated 
or segment financial information regarding assets, liabilities, capital, and major 
funding sources.” This could have been an effective way of harnessing market dis- 
cipline to support the simplification of SIBs, but unfortunately, the FRB and FDIC 
chose to permit institutions to limit their disclosures to publicly available informa- 
tion. 
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If the information is already publicly disclosed, it’s not clear what value this dis- 
closure requirement adds. This timid approach represents a significant lost oppor- 
tunity. If the authorities had been serious about enhancing market discipline, they 
should have required disclosure of information that would enable potential creditors 
of the covered company to understand the statutory hierarchy of claims on the var- 
ious entities in resolution, and precisely how the authorities propose to conduct a 
resolution. In the absence of such information, creditors cannot be expected to price 
claims efficiently. Moreover, some of the information in the first rounds of disclo- 
sures falls short of the more modest goal of helping the public understand the busi- 
ness of the covered company because it is difficult to reconcile with other publicly 
available information. ^ 

Living wills must assume that resolution takes place under bankruptcy. But cur- 
rent bankruptcy procedures are not sufficiently swift and flexible to ensure an or- 
derly resolution. The Hoover Resolution Project has devoted considerable effort to 
developing a new proposal for a Chapter 14 to the Bankruptcy Code that would be 
able to deal with the special demands of complex financial institutions. See http:! / 
www.hoover.orglsitesldefaultlfileslrp-14-july-9-tom-jackson.pdf tor a description of 
the proposal and an analysis of how it would improve current bankruptcy proce- 
dures. This is a particularly important initiative because bankruptcy is the default 
option under Title I of the Dodd-Frank Act. 

At the same time, the FDIC has refined plans for implementing its stand-by au- 
thority to act as receiver under Title II of the Dodd-Frank Act. Although the FDIC 
has performed this role for banks of moderate size, it has never had to face the chal- 
lenge of acting as receiver for a SIB. Indeed, before passage of the Dodd-Frank Act 
its authority was limited to the insured depository institution within the SIB hold- 
ing company. 

The FDIC has proposed to resolve SIBs by (1) placing the parent holding company 
under the control of FDIC as receiver and (2) transferring to a new “bridge” finan- 
cial company most of the assets and secured liabilities, leaving behind much of the 
unsecured debt. Regardless of where the losses occurred in the SIB, only the holding 
company would be taken into bankruptcy. This approach has been termed a “single 
point of entry” (SPOE). 

In principle, the new financial company would be strongly capitalized (after shed- 
ding a large amount of its prior debt), would have the capacity to recapitalize oper- 
ating subsidiaries when necessary, and would have the confidence of other market 
participants. This would enable it to continue its critical operations in the financial 
system. Since the bankruptcy would be confined to the holding company, spillover 
effects should be avoided. 

The success of both the Chapter 14 proposal and the SPOE strategy depend on 
three issues that remain unresolved. Eirst is that the bridge company have all of 
the assets, rights and liabilities of the holding company that has entered bank- 
ruptcy. This is crucial for maintaining business as usual in the operating entities 
and would require overriding “ipso facto” clauses that permit contracts to be termi- 
nated based on a change of control, bankruptcy proceedings or a change in agency 
credit ratings. This is particularly a problem with regard to qualified financial con- 
tracts. Currently counterparties may liquidate, terminate, or accelerate qualified fi- 
nancial contracts of the debtor and offset or net them out. This can result in a sud- 
den loss of liquidity and, potentially, the forced sale of illiquid assets in illiquid mar- 
kets that might drive down prices and transmit the shock to other institutions hold- 
ing the same asset. Qualified financial contracts should be transferred in their origi- 
nal form to the bridge company so long as the debtor and its subsidiaries continue 
to perform payment and delivery obligations. 

Second, both approaches depend on cooperation from the relevant authorities in 
countries where the SIB has operations. Virtually all SIBs have substantial cross- 
border operations and so an orderly resolution depends on cooperation in the trans- 
fer of assets and contracts to the bridge. The EDIC has taken a leading role in try- 
ing to forge an international agreement regarding harmonization of resolution poli- 
cies. It participates in crisis resolution groups that review resolution plans for 
GSIBs and it has published a paper with the Bank of England supporting the 


^For additional details, see Carmassi and Herring (2013) in Appendix 1 and The Systemic 
Risk Council Jetter (2013) re: “Improving the Public Disclosure of Large Complex Financial In- 
stitutions” in Appendix 2. 

"^The current bankruptcy process is thought to be too slow and cumbersome to deal with an 
institution that trades 24 hours a day, 7 days a week and must rely on the confidence of its 
counterparties and creditors to maintain its operations. Moreover, a series of amendments to 
the Bankruptcy Code has increasingly immunized counterparties in qualified financial contracts 
from major aspects of the bankruptcy process, especially the imposition of automatic stays. 
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SPOE. Nonetheless, agreements and understandings tend to unravel in a crisis and 
countries may try to ring-fence the assets they control. The recent crisis did not pro- 
vide much evidence of cross-border cooperation in resolution. 

Third, both approaches require that “sufficient” long-term unsecured debt be left 
behind in the bankrupt holding company to recapitalize the bridge company. ® Al- 
though it is relatively easy to compute an amount of loss absorption capacity that 
would be sufficient under conventional stressful conditions, tail risks are crucial and 
inherently very difficult to measure. 

I would like to conclude with a somewhat different point, however. I believe that 
how the long-term debt is structured can also be important. Long-term debt matters 
not only because of its ability to absorb loss, but also because it has the potential 
to incentivize banks to manage their risks more prudently and to issue new equity 
before they reach the brink of insolvency. 

Charles Calomiris and I have argued that a properly designed contingent convert- 
ible debt (CoCo) requirement can provide strong incentives for the prompt recapital- 
ization of banks after significant losses of equity or for the proactive raising of eq- 
uity capital when risk increases. ® Correspondingly, it can provide strong incentives 
for effective risk governance and help limit regulatory “forbearance,” the tendency 
of supervisors to delay recognition of losses. We show that, to be effective, a large 
amount of CoCos (relative to common equity) should be required. CoCo conversion 
should be based on a market-value trigger that is defined by a moving average of 
a quasi-market-value-of-equity ratio. All CoCos should convert if conversion is trig- 
gered and the conversion ratio should be dilutive of preexisting shareholders. Unfor- 
tunately, this proposal has not received serious consideration in the U.S. because 
the Internal Revenue Service appears unlikely to permit interest paid on CoCos to 
be deducted in the computation of taxable income and so banks would prefer to 
issue conventional, long-term debt. In view of the enormous costs of a financial cri- 
sis and the potential for a properly structured CoCo to create incentives that would 
reduce the probability of a crisis, this tax policy should be reviewed. 

Thank you for the opportunity to testify on this important topic. 


^In principle, if losses at a subsidiary exceed the long-term unsecured debt at the holding 
company, the additional loss could be imposed on creditors of the subsidiary. But, once the pros- 
pect of creditors bearing loss in subsidiary is introduced, subsidiaries may be subject to a run 
by creditors and counterparties. 

® For additional details, see Appendix 3. 
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Abstract 

Purpose- To analyze if and how 'Living Wills’ and public disciosure of such resolution plans 
contribute to market discipline and the effective resolution of too-big- and too-complex-to- 
fail banks. 

Design/Methodology/Approach- The disorderly collapse of Lehman Brothers is analyzed 
as a contrast to the planned new system. Large, systemically important banks are now 
required to prepare resolution plans (living wills). In the US, parts of the living wills must be 
disclosed to the public. The public component is analyzed with respect to contribution to 
market discipline and effective resolution of banks considered too big and complex to fail. 

Findings- The analysis of public disclosures of resolution plans shows that they are 
insufficient to facilitate market discipline and, in some instances, fail to enhance public 
understanding of the financial institution and its business. When coupled with the 
uncertainty over how an internationally active financial institution will be resolved, we 
conclude that these reforms will do little to reduce market expectations that some hnancial 
firms are simply too big or too complex to fail. 

Originality/Value- The financial crisis led to sweeping reforms in national and international 
prudential regulation and supervision. Many of these regulatory innovations focused on one 
of the most notable gaps in regulatory arrangements - the lack of a framework to resolve a 
large, complex international financial institution in a way that does not generate intolerable 
systemic spillovers and does not burden taxpayers. This paper focuses on the publicly 
disclosed sections of living wills and how they could be enhanced to achieve the new policy 
objectives. 

Keywords- Living wills, Lehman Brothers, Resolution policy. Systemic risk. Prudential 
Regulation 

Paper type-Research paper 
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1. Introduction: the peculiar absence of resolution policy from the pre-crisis Basel 
agenda 

Although international efforts to enhance the safety and soundness of the banking 
system date back to the raid-seventies, the focus has been on harmonizing international 
banking supervision (e.g., the Basel Concordat and successive efforts to delineate best 
practices in supervision) or on negotiating increasingly complex, risk-based prudential 
capital requirements [e.g., Basel I, il, and III). These efforts aimed to prevent banks from 
failing - without however, considering what might need to be done if a bank should fail. 

The inadequacy of these efforts can be seen in the record of failures from 1989 
through 2009. Ranking the top 100 banks by assets each year and counting the number of 
this group diat failed', the implied tiilure rate was 1.3% [Kuritzkes, 2010) - a failure rate 
roughly equivalent to that of BB-rated corporate bonds. Worse still, the lack of an effective 
framework for unwinding the affairs of a large international financial institution meant that 
oBicial interventions were usually improvised over sleepless weekends and often involved 
a substantial public subsidy to facilitate the merger of the faltering institution with another 
larger institution in a desperate and costly attempt to avert damaging spillovers. 

This contributed to the rapid growth of increasingly large, ever more complex 
financial institutions. The outcome has been an expanding number of financial institutions 
that are each too large and/or too complicated to be resolved without jeopardizing financial 
stability.^ Indeed, quite apart from these subsidized mergers, the absence of a credible 


' Failures were counted as direct bankruptcies, conservatorships, or substantial government interventions. 
They numbered 26 over these two decades. 

i For example (Dudley, 2012), in the mid-1990s, the top Sve banks in the United States had total assets of SI 
trillion or about 14% of GDP. By the end of 2007, the top five banks had assets of S6.8 trillion or 49% of GDP, 
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resolution mechanism has given banks an incentive to become bigger and more complex to 
benefit from an implicit subsidy (in the form of a lower cost of funds) based on the beliefs of 
creditors that they would be protected from loss in the event of trouble. This weakening of 
market discipline may also have led to increased risk taking by these institutions. 

Nonetheless, resolution policy was simply absent from the international supervisory 
and regulatory agenda - until 2008. A series of hastily improvised rescues of large financial 
institutions preceded the failure of a relatively large investment bank despite the attempt by 
the authorities to devise a rescue package over a frantic weekend in mid-September 2008,’ 

We review in Section 2 how the Lehman Brothers cross border organization 
contributed to value destruction under existing bankruptcy laws in the US and abroad. 
Lessons and policy consequences fi'om the Lehman Brothers collapse are discussed in 
Section 3. These consequences include the rise in policy makers’ interest in living wills. The 
US policy with respect to living wills is described and discussed in Section 4. Thereafter in 
Section 5 we ask how informative the public portions of living wills are. We emphasize the 
ambiguity and divergence in banks' interpretation of ‘material entities' in their disclosures. 
The lack of clarity with respect to the definition of a material entity undermines information 
value of the resolution plans. Section 6 concludes that much uncertainty remains with 
respect to resolution of large, complex international banking groups. 


Siinilariy, in the mid-1990s, the top securities firms had total asset equal to atwut 9% of GDP. By the end of 
2007, these had grown to $3.8 trillion, about 27% of GDP. 

3 The resolution process was much more orderly for smaller banks diat were entirely subiect to FDIC 
administrative procedures 
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2. The Lehman Brothers collapse 

When Lehman Brothers collapsed in September 2008 it was the 4'^ largest 
investment bank in the US, nearly twice as large and complex as Bear Stearns, which had 
agreed to a subsidized, shot-gun merger with |PMorgan Chase in March of 2008 when it was 
unable to meet calls for additional collateral. The Lehman Brothers group, with more than 
25,000 employees, consisted of over 6,000 subsidiaries in more than 40 countries (Miller 
and Horwitz, 2013), many of which were subject to host country national regulation as well 
as supervision by the Securities and Exchange Commission.^ 

In 2006 Lehman made a deliberate decision to embark on an aggressive growth 
strategy and to take on greater risk by substantially increasing its leverage^ and making 
concentrated bets on commercial real estate, leveraged lending and private-equity-like 
investments. These were far riskier than its usual line of business because rather than 
brokering risk, they were holding substantial amounts of risk on tiieir balance sheet, 
financed laigely by short-term repurchase agreements often amounting to hundreds of 
billions of dollars per day. In the words of one Lehman employee, they had shifted from the 


* This is an unusually dear example of the law of unintended consequences. The EU threatened to force the 
large American Investment banks to form holding companies in Europe if they did not submit to consolidated 
supervision by a competent authority Although it had no prior experience, the SEC somehow convinced the EU 
that it was a competent supervisory authority and in 2004 the five largest investment banks became voluntary 
Consolidated Supervised Entities (CSEs) sul^ectto Basel Il-Iike capital regulatioa When they measured their 
required capital under Basel-IUte rules that had been extended to the net capital computation for the broker- 
dealer, the five CSEs discovered that they had considerable excess regulatory capital and quickly increased 
their leverage, which was surely not what the EU intended. See lo [2012, p34) for an analysis of the regulatory 
change, emphasizing that before 2004, the holding companies of the broker/dealers had not been subject to 
any oversight or leverage constraint Lo also raises doubts about themagnltudeofthe impact of the chaoge in 
rules on leverage. Kwak [2012], however, notes that Lo's analysis foils to emphasnte a key point the SEC's 
intent was to permit the large broker/dealers to substitirte mathematical models for traditional risk weights 
so that the nec-capitai calculation would 'probably will be lower.* 

‘ Lelunan's debt to equi^ ratios often exceeded 40:1, and during the middle of any reporting period might go 
up to 60:1 (Miller and Horwitz, 2013). 
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"moving business” to the "storage business" (Valukas, 2010), They had, in essence, taken on 
the risk profile of a commercial bank without the protection of the bank safety net. When the 
subprime crisis erupted, they saw it as an opportunity to double-down on their bets rather 
than a threat and consistently violated their declared risk appetite and risk limits to position 
themselves fora market rebound.® 

Just after the acquisition of Bear Stearns by JPMorgan Chase, Lehman announced its 
first loss since going public in 1994. Nonetheless, ft was able to raise $6 billion in new capital. 
Secretary of the Treasury Paulson, in a private communication to the CEO of Lehman, warned 
that this was not enough and that if Lehman were to announce a loss in the third quarter 
without having a buyer or a definitive survival plan in place, its existence was in jeopardy 
(Valukas, 2010, p. 5). Unfortunately, the Administration did not prepare a plan of action for 
such a contingency either. 

Lehman Brothers did not succeed in finding a merger partner nor did the firm develop 
a survival plaa Instead it resorted to window dressing its public disclosures and regulatory 
filings by arbitraging accounting requirements’ and it overstated its liquidity pool by 
including “comfort deposits" that it held with its clearing banks in order to continue clearing 
operations with them.® It is noteworthy that so many market participants expressed surprise 
when Lehman failed. It seems likely that the surprise was more due to the perception of an 


‘ Lehman exceeded its risk limits by margins of 70% with regard Co commercial real estate and 100% witli 
regard to leveraged loans (Valukas. 2010, p. 50]. 

r Valukas (2010) gives a full account of the so-called 105 repo Cmnsactions that could be reported as sales 
rather than borrowings. 


®By September 12, 2008, two days after reporting $41 bOlion in its liquidity pool, Lehman had less than $2 
billion of readily moneUzable assets (Valukas, 2010, p. 10], 
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abrupt change in Che US policy of providing support for any large financial institution rather 
than to confidence in Lehman's strength, Many market participants believed that if the 
authorities managed to find $29 billion to arrange a merger for Bear Stearns, an investment 
bank little more than half the size of Lehman, they should be willing to advance at least $60 
billion for Lehman. Analysis of market prices indicates that many market participants knew 
that Lehman was insolvent and had been so at several times during the summer. Figure 1 
below shows the Implied market value of Lehman’s assets relative to its total liabilities. 

Nonetheless, the collapse seemed to catch officials and some market participants 
unawares. Over the weekend of September 12-14, 2008, US authorities met with CEOs of 
leading financial institutions from around the world to try to brokers merger or at least raise 
a fund to subsidize a merger for Lehman (much as they had accomplished for Long Term 
Capital .Management in 1998). At one point on Sunday afternoon they believed they had 
struck a deal with Barclays Capital Management that would be subsidized by many of 
Barclays' competitors, but the Financial Services Authority in the UK refused to waive the 
requirement for shareholder approval. Thus with no buyer and (the authorities claimed) no 
way of funding a Lehman rescue’, the head of the SEC encouraged Lehman's board to file for 
bankruptcy immediately, before it would be unable to meet its cash obligations when 
markets opened in Asia. On September 15, 2008, at 1:45 a.m. Lehman Brothers Holdings Inc. 
(LBHI) filed for protection under Chapter 11 of the Bankruptcy Act, becoming the largest 
bankruptcy in US history. The administrators of the Lehman bankruptcy in the US have 


* The authorities claimed that they lacked legal authority to make a direct investment In Lehman and that 
Lehman's assets were Insufficient to support a loan large enough to avoid collapse. 
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estimated that at least $75 billion have been wasted because of the complete lack of 
preparation for bankruptcy (Cairns, 2009). 

Figure 1. The implied market value of Lehman's assets relative to its total liabilities 


Lehman - Implied MV of Assets Relative to Total Liabilities 
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Source: Valukas (2010, p. 1580). The implied market value of assets is equal to the market value of 
equity plus the market value of its liabilities. 

While the US authorities refused to support LBHI, they did support Lehman Brothers 
Inc. (LBI), the US broker-dealer subsidiary, for another five days until it could enter the 
Securities Investor Protection Act trusteeship on September 19. At this point its prime 
brokerage activities and a substantial portion of its clients' assets and obligations were sold 
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to Barclays Capital Inc. and others. This removed one of chief systemic concerns in the US. 
The other concern, Lehman's leading role in the opaque OTC derivatives market, turned out 
not to be a major problem. Most derivatives were closed-out and netted under ISDA 
Agreements. Although counterparties were not necessarily happy with the prices they 
received, no knock-on effects could be attributed to the unwinding of the derivatives book.i“ 

The only domestic impact that could be labeled systemic was due to a "moral hazard" 
play by managers of the $62 billion Reserve Primary Fund, a wholesale money market fund 
that was forced to break the buck because of its outsized holdings of Lehman's commercial 
paper. News that one of the oldest money market mutual funds had broken the buck started 
a run on other money market mutual funds, which led to large sales of corporate commercial 
paper to meet the demand for cash withdrawals. The collapse of prices in the secondary 
market caused the primary market for commercial paper to shut down. Because commercial 
paper is the primary means of finance for much of corporate America, the Treasury hastily 
provided insurance for money market mutual funds. Later the Federal Deposit Insurance 
Corporation increased the deposit insurance ceiling for banks from $100,000 to $250,000 
and provided an unlimited guarantee for all non-interest transactions accounts to reassure 
depositors and attempt to level the playing field between money market mutual funds and 
banks. 

Still many observers interpreted this as a successful application of bankruptcy rules 
to a large, complex financial institution (Ayotte and Skeel, 20103. Apart from the 


It should be noted that this relatively benign result was unlitely to have happened if not for the substantial 
liquidity provided to the broker/dealer by the Federal Reserve while it was being prepared for a SIPC 
resolution. 
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unanticipated spillover to the wholesale money market and knock-on effect on the 
commercial paper market, the US had shown that the economy could get on perfectly well 
without Lehman Brothers. 

This relatively orderly outcome contrasted with the chaos created abroad. The 
immediacy of the impact was largely due to the tight integration of the lines of business of 
the Lehman group. The operational structure bore little resemblance to its legal corporate 
structure. Like many other global firms Lehman managed substantially all of the cash 
resources centrally at the holding company. Since LBHI declared bankruptcy before cash 
could be swept out again to the subsidiaries, they found themselves suddenly illiquid and 
unable to continue operation. Uncoordinated bankruptcy proceedings were initiated in a 
variety of jurisdictions including Australia, |apan, Korea, and the United Kingdom. 
Ultimately, the LBHI chapter 11 case precipitated insolvency actions throughout the world 
and the appointment of receivers or administrators in over 80 insolvency proceedings. 

Because London was Lehman's largest center of activity outside the United States, 
many of the most complex problems emerged there. The London subsidiaries, including 
Lehman Brothers International Europe, its largest broker-dealer in Europe, filed for 
bankruptcy and turned to PwC for administration. Because British law made no provision 
for debtor in possession financing, the administrators had to struggle to find money to keep 
minimal functions such as securiQr, housekeeping, or the canteen going. PwC was confronted 
with forty-three thousand trades that were still "live” and would need to be negotiated with 
each individual counterparty. 

The integration of the group was such that a trade performed in one affiliate could be 
booked in another, without the client necessarily being aware that the location of the asset 
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had shined. Recordkeeping fell Into disarray when L6HI filed for bankruptcy. At the time of 
filing, Lehman maintained a patchwork of over 2,600 software systems and applications, 
many of which were outdated or arcane. These systems were highly interdependent, but 
difficult to decipher and not well documented. Moreover, most systems to cover operating 
functions, trading, valuation, financial accounting and other data had been transferred to 
Barclays in the sale and Barclays had integrated its own proprietary and confidential data 
into some of the systems. Thus other Lehman affiliates experienced enormous difficulties 
even in determining what their balance sheets were and who owed what to whom. 

Although arrangements were ultimately negotiated with Barclays for access to some 
essential information, the delay made it almost impossible to salvage much going-concern 
value out of the rest of the group (with the exception of the sale of the foreign equity business 
to Nomura). In London, where much of the prime brokerage business bad shifted, it was 
permissible to mingle clients' funds with the firm’s own funds and so several hedge funds 
suddenly became illiquid and faced close-out netting procedures that added further 
downward pressure on prices in some already illiquid markets. 

The fragmented data system impeded the salvaging of going-concern value from the 
remainder of the Lehman group. Different parts of any particular line of business were 
lodged in different subsidiaries in various parts of the world with no way of reintegrating 
them even if they had been viable Clearly, significant value was destroyed by the lack of 
cooperation in the unwinding of the Lehman group. The process [and costs) may continue 
fora decade." 


" Desmos (2010) reported that the total fees paid to tawyers, administrators and other advisers in the Lehman 
bankruptcy through October 2010 totalled neariy S2 hillion. At least 1,300 people have been working on the 
Lehman bankruptcy since it began. This, of course, was merely an interim report 
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3. Lessons and policy consequences from the Lehman collapse 

The Lehman collapse focused the attention of world leaders on the lack of 
preparedness of regulators and supervisors to manage Snandal crises. First, Lehman 
provided yet another example of the inadequacy of the Basel II capital ratios.^’ Although 
Lehman had not technically violated its capital requirements, the denominator failed to 
capture the risks to which Lehman was exposed and the numerator clearly was inadequate 
to absorb Lehman's losses and permit it to remain as a going concern. 

Second, it showed the ineffectiveness of supervisors in constraining the risk-taking of 
a firm determined to take greater risks. Lehman violated its own internal risk constraints 
and it managed to engage In accounting arbitrage to overstate its balance sheet strength 
without detection. When warned by the Secretary of the Treasury, the senior most financial 
authority in the US government, to raise more capital or prepare a recovery plan, it simply 
ignored the warning. Lehman did not formulate a resolution plan, but, even more 
remarkably, neither did the regulatory authorities. This and the inadequacy of capital 
adequacy measures were indications that despite roughly thirty years of effort, the 
international supervisory authorities had failed to implement effective prudential measures 
Third, the Lehman collapse also highlighted the complete absence of any 
international attention to the resolution of internationally active financial institutions even 
though even a casual analysis of insolvencies of international institutions since the mid- 


Luckily, many of the world's largest banks had not yet made a lull transition from Basel I to Basel 11, so that 
when the crisis hit tiiese banks had a somewhat greater abili^ to absorb losses than if they had been hilly 
authoriaed to operate under the Basel II advanced internal models approach. See Carmassi and Micossi (2012] 
and Micossi (2013) for a detailed critidsni about the Basel risk-weighted approach to bank capital rules and a 
proposal of a new regulatory framework based on a straight leverage ratio. 
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seventies foreshadowed all of the problems revealed in the Lehman collapse (see Herring. 
2002 ]. 

Since neither Lehman nor the regulatory authorities had made any plans for the 
resolution of the group, the last-minute filing for bankruptcy was chaotic. Even though 
Lehman was active in at least 40 countries, this action was taken without consultation or 
cooperation with any foreign government Moreover it demonstrated the first-mover 
advantage in seizing assets. In this case, the US gained control over all of Lehman's liquid 
assets because of the timing of the bankruptcy filing. Eighty uncoordinated insolvency 
proceedings quickly followed. 

Fourth, the lack of congruence between Lehman's lines of business and its legal 
corporate structure made it virtually impossible to salvage going-concern value in most of 
the rest of the world. This problem was exacerbated by the fact that Lehman's management 
information systems for valuation, accounting, risk management and even the location of 
assets were centralized and quickly sold to Barclays Capital Management and this meant that 
other resolution authorities could gain access to vital information only with a substantial lag. 
In addition, Lehman had engaged in regulatory arbitrage to mingle clients' funds with the 
firm's own funds so that many clients were surprised to find themselves general creditors of 
the firm. 

The disorderly collapse of Lehman Brothers focused international attention on the 
lack of a coherent framework for dealing with the insolvency of a financial Institution with 
substantial international operations. The Group of Twenty (G20] heads of State met in 
Washington just after the Lehman bankruptcy. In the Communique issued after meeting, 
they agreed that as a matter of priority (White House, 2008, p. 6); "National and regional 
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authorities should review resolution regimes and bankruptcy laws in light of recent 
experience to ensure that they permit an orderly wind-down of large complex cross-border 
financial institutions.’ Thus the issue of cross-border resolution of large complex financial 
institutions rose from obscurity to a prominent place on the policy agenda. 

At the same meeting the leaders of the G20 expanded the membership in the Financial 
Stability Forum (FSF) to include the members of die C20 and in the follow-up meeting in 
London in 2009 rechristened the FSF as the Financial Stability Board (FSB). This was the first 
international institutional innovation of the G20 since the crisis. The FSB was given broad 
responsibility to help implement the G20 recommendations on strengthening the safety and 
soundness of the international financial system. At the request of the G20 during their 
meeting in Seoul in November 2010, the FSB (2011) set out an agreement on "Key Attributes 
of Effective Resolution Regimes for Financial Institudons," which attempted to fill the 
obvious gap in the international prudential framework highlighted by the crisis. 

The FSB identified eight essential features that should be part of an effective 
resolution regime for banks (FSB, 2011, p.3): 

1. ensure continuity of systemically Important financial services and payment, clearing and 
settlement functions; 

2. allocate losses to firm owners and unsecured and uninsured creditors in a manner that 
respects the hierarchy of claims; 

3. not rely on public solvency support and not create an expectation that such support will 
be available; 
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4. avoid unnecessary destruction of value, and therefore seek to minimize the overall costs 
of resolution in home and host jurisdictions and, where consistent with the other objectives, 
losses for creditors; 

5. provide for speed and transparency and as much predictability as possible through legal 
and procedural clarity and advanced planning for orderly resolution; 

6. provide a mandate in law for cooperation, information exchange and coordination 
domestically and with relevant foreign resolution authorities before and during a resolution; 

7. ensure that non-viable firms can exit the market in an orderly way; and 

8. be credible, and thereby enhance market discipline and provide incentives for market- 
based solutions. 

Many of these features can be read as attempts to establish a new regime that would 
prevent another disorderly, Lehman-like bankruptcy. The emphasis is on planning, sharing 
of information, cross-border cooperation, the protection of systemically important functions 
and avoiding the unnecessary destruction of value. All of these goals will be difficult to 
achieve, especially because many of the G20 countries have not established special 
resolution regimes for complex, international financial institutions. Perhaps the greatest 
challenge, however, is to achieve credibility. The aufiiorities tend to be judged by what they 
do, not what tliey say, and most of the interventions and resolutions that occurred during 
the crisis were too late to plan for an orderly liquidation or restructuring process, failed to 
allocate losses to unsecured and uninsured creditors, involved major commitments of public 
funds, and showed little evidence of substantial cross-border cooperation. None of these 
interventions couid be described as speedy, transparent or predictable. 
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The effort to establish credibility, however, is not advanced by the vague way in which 
the FSB (2011, p.7) describes the point at which resolution should take place: "Resolution 
should be initiated when a ffrm is no longer viable or likely to be no longer viable, and has 
no reasonable prospect of becoming so." Although the clear intent is for the authorities to 
intervene before equity is wiped out,the clause "has no reasonable prospect of becoming so" 
can be very permissive. Given the demonstrated tendency of managers, accountants and 
supervisors to take an overly-optimistic view of a firm’s prospects for recovery, this clause 
seems to provide scope for delaying intervention until long after a firm's equity has been 
destroyed, which will mean more or less business as usual in ad hoc resolution 
improvisations. 

One of the most significant new requirements was that each jurisdiction ensure that 
every systemically important financial institution files a "robust" recovery and resolution 
plaa The resolution plan should include: 1] identification of financial and economic 
functions for which continuity is critical; 2] suitable resolution options to preserve those 
functions or wind them down in an orderly manner; 3) data describing the firm's business 
operations, structures, and systemically important functions; 4) potential barriers to 
effective resolution and actions to mitigate those barriers; 5] actions to protect insured 
depositors and ensure the rapid return of segregated client assets; 6) clear options or 
principles for the exit from the resolution process; and 7) assurance that key service level 
agreements can be maintained in crisis situation and in resolution, and that underlying 
contracts include a provision that prevents terminations triggered by recovery or resolution 
events and fecilitates transfer of contracts to a bridge institution or a third party acquirer. 
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Although the Key Attributes proclaim the intent to enhance market discipline and to 
provide incentives for market-based solutions, no mention is made of public disclosure of 
recovery or resolution plans. How market discipline is to be enhanced is far from clear. 

4. Resolution plans in the US response 

At more or less the same time that the FSB Attributes were being negotiated the 
Dodd-Frank (D-F) reforms were being implemented in the US. A key provision under Title 

I of the D-F Act requires that all large, systemically important financial companies submit 
resolution plans” to demonstrate how they would be resolved under the Bankruptcy Code. 
This is particularly noteworthy because the US has long had an administrative procedure for 
the FDIC to resolve a failing bankand, when appropriate, establish a bridge bank to continue 
systemically important functions. The Kqt Attributes advocate that other countries adopt a 
similar set of powers, but Congress wanted to make clear than an institution should not 
count on intervention from the FDIC. Although the FDIC would continue to resolve all 
insured depository institutions, It would manage the resolution of the group only under Title 

II of the D-F Act (Orderly Liquidation Authority). They emphasized this point by insisting, in 
Title 1 ofthe D-F Act, that groups prepare for a resolution under Chapter 11 of the Bankruptcy 
Code in their resolution plan.s. 


” See Appendix A for a summary of the BU proposal on bank recovery and resolutian plans, contained in the 
directive harmonizing bank crisis resohidoa tools and procedures proposed by the European CommIssioD in 
2012 and currently under discussion. 

Although 'resolution plan' is the official name for such documents, they are commonly referred to as a 'living 
will" or, more sardonically, a 'funeral plan.’ In the remainder of the text we will generally use the terms 
'resolution plans' and Tiving wills' interchangeably. 
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Section 16S{d) of the D-F Act requires that each nonbank financial company 
supervised by the Federal Reserve Board (FRB) and each bank holding company with at least 
$50 billion in assets (which together are termed “covered companies") present a plan for 
rapid and orderly resolution to the FRB and the FDIC. Foreign banldng groups with US 
operations must also comply with this requirement The plan must include (US Congress, 
2010): “(A) information regarding the manner and extent to which any insured depository 
institution afTiliated with the company is adequately protected from risks arising from the 
activities of any nonbank subsidiaries; (B) Full descriptions of the ownership structure, 
assets, liabilities, and contractual obligations of the company; (C) identification of the cross- 
guarantees tied Co different securities, identification of major counterparties, and a process 
for determining to whom the collateral of die company is pledged." This resolution plan is to 
be accompanied by a credit exposure report 

The implementadon details were left to the FRB and FDIC. They published the 
implementing regulation on November 1, 2011 (FDIC and FRB, 2011a), that emphasized 
living wills should indicate howtiie covered company can be sold, broken up, or wound down 
quickly and effectively without jeopardizing US financial stability. 

Living wills must include: 1) an executive summary with a strategic analysis 
describing the firm's plan for a rapid and orderly resolution (without however, defining 
what period of time qualifies as "rapid"); 2) a description of how resolution planning is 
incorporated in the firm's corporate governance structure; 3) a description of the group's 
overall organizational structure that includes a hierarchical list of all material entities, as 
well as jurisdictional and ownership information and mapping of core business lines and 
critical operations into corporate entities; 4) a description of management information 
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systems that support the covered company and its material entities, including a detailed 
inventory and description of key applications along with identification of the legal owner or 
licensor and related service level agreements; 5] a description of interconnections and 
interdependencies among a covered company and its material entities and the covered 
company's critical operations and core business lines along with a description of how service 
levels would be sustained during a material financial distress or insolvency; and 6] 
identification of supervisory authorities and regulators that oversee the covered company. 

For the largest and most complicated banking groups that have thousands of 
subsidiaries, the third requirement has been onerous, it demands not only a mapping of lines 
of business into corporate entities, but also details regarding material entities, critical 
operations and core business that, at a minimum, describe types and amounts of liabilities. 
It also requires details about the booking of trading and derivatives activities, as well as an 
identification of major counterparties including descriptions of any interconnections or 
interdependencies among them. Finally, it requires that covered companies list all material 
trading payment, clearing and settlement systems in which they participate. 

Most of these requirements can be seen as attempts to minimize the prospect of a 
Lehman-Brothers-lik-e disorderly bankruptcy by ensuring that both covered companies and 
regulators have thought through the end game in advance. 

The compliance costs for both covered companies and the regulatory authorities have 
been very heavy,** Eleven firms submitted living wills in 2012. Several of the submissions 

UThc Advance Notice of Proposed Rulemaking (FDIC and FRB, 20Ub) esUmated Chat averaged over the 124 
covered companies, the initial burden of compliance would be 12,400 hours. For the largest institutions, the 
number of hours required to comply with the regulation was surety a substantial multiple of this amount The 
burden on the supervisory agencies to analyze and evaluate the data has undoubtedly been quite substantial 
as well 
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were reported to be thousands of pages in length. Based on an early evaluation of tliese 
submissions, William Dudley, President of the Federal Reserve Bank of New York, concluded 
that "this initial exercise has confirmed that we are a long way from the desired situation in 
which large complex firms could be allowed to go bankrupt without major disruptions to the 
financial system and large costs to society. Significant changes in structure and organitation 
will ultimately be required for this to be achieved." 

Whlie the D-F Act generally supports greater market discipline, it does not address 
the issue of public disclosure of resolution plans. The FRB and FDIC, however, have required 
disclosure of a public section of the plan containing an executive summary that describes the 
business of the covered company including: “(i) the names of material entities; [ii) a 
description of core business lines: (iii) consolidated or segment financial information 
regarding assets, liabilities, capital and major funding sources.” 

During the comment period following the Advance Notice of Proposed Rulemaking 
(AN PR), the FRB and FDIC received many expressions of concern from the industry 
regarding the possibility that details of the resolution plan might be made public through the 
Freedom of Information Act (FDIC and FRB, 2011a, p. 67326). The ANPR dealt with the issue 
by requiring that any covered company that desired confidential treatment of the 
Information must file a request for confidential treatment under the general rules of the FRB 
and the FDIC (FDIC and FRB, 2011b, p. 22660). This was essentially an opt-out approach that 
left the institution with the burden of justifying whether some information should be 
confidential. 

In the commentary preceding the final proposal, the FRB and FDIC (FDIC and FRB, 
201 la, p, 67322) tried to ease these fears and added their own concern that "release of this 
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information would impede the quality and extent of information provided by covered 
companies and could significantly impact the efforts of the Board and the Corporation to 
encourage effective and orderly unwinding of the covered companies in a crisis." The upshot 
was a disclosure requirement observing that (FDIC and FRB, 2011a, p. 67332): "While 
information in the public section of a resolution plan should be suffldently detailed to allow 
the public to understand the business of the covered company, such information can be high 
level in nature and based on pubUcly available Information." In effect this creates a safe 
harbor for an institution that does not wish to disclose any information that is not already 
publicly available. 

If the information is already publicly disclosed, it's not clear what value this 
disclosure requirement adds. This timid approach represents a significant lost opportunity, 
if the authorities had been serious about enhancing market discipline, they should have 
required disclosure of information that would enable potential creditors of the covered 
company to understand the statutory hierarchy of claims on the various entities in 
resolution, and precisely how the authorities propose to conduct a resolution. In the absence 
of such information, creditors cannot be expected to price claims efficiently. Moreover, some 
of the information in the Hrst round of disclosures foils short of the more modest goal of 
helping the public understand the business of the covered company because it is difficult to 
reconcile with other publicly available information. The next section summarizes and 
analyzes the data provided by the eleven banking groups that submitted resolution plans 
during 2012. The final section argues that the lack of agreement on how cross-border firms 
will be resolved casts a huge uncertainty over how an international insolvency would be 
dealt with. 
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5. How informative are public sections of living wills? 

The eleven banking groups that submitted their living wills in 2012 Include seven US 
institutions - Bank of America, Bank of New York Mellon, Citigroup, Goldman Sachs, 
[PMorgan Chase, Morgan Stanley, State Street Corporation - and four foreign banking groups 
• Barclays, Credit Suisse, Deutsche Banks, UBS.w In their implementing regulation, the FRB 
and FDIC specified the format that each resolution plan should follow. We focus on aspects 
of the public section of the living vtdll that might have improved market discipline if they had 
been more rigorously speciQed and carefully implemented.'’ 

A major weakness of the disclosure format is the vague way in which the authorities 
have defined material entitles: "material entity means a subsidiary or foreign office of the 
covered company that is significant to the activities of a critical operation or core business 
line' (FDIC and FRB, 2011a, p. 67335). Critical operations, in turn, are defined as 'those 
operations of the covered company, including associated services, functions and support, the 
foilure or discontinuance of which. In the view of the covered company or as jointly directed 
by the Board and the Corporation, would pose a threat to the financial stability of the United 
States" (FDIC and FRB, 2011a, p. 67335). No specific asset or income threshold has been set 
for identifying material entities that may be either branches or subsidiaries.'® This may be 


'‘The resolution plans filed by foreign banking groups mainly focused on US operations and entities. 

n We will not, for example, comment on the institution’s responsibility to provide a high-level resolution plan 
because in most instances the inforraabon was so high-level as to be uninformative. In addition, we have 
sympathy with the reluctance of Institutions to specifi’ to whom they might sell various lines of business 
tecause the grounds for maintaining confidentiatity aboot this sort of information seem self-evident on 
competitive grounds. 


“Luciano and Wihlborg (2013} emphasiae that the practical distinction between a subsidiary and a branch in 
cross-border banking is often quite blurred. Some countries oblige foreign branches to meet liquidity and 
capital requirements within the host country as if they were separately incorporated subsidiaries. 
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appropriate in cases in which a key entity that services the group, such as providers of 
information technology or risk management services, has been set up as a separate entity. In 
fact, such entities are material even though they have negligible income or balance sheets. 

Although we have no way of identifying material entities that have negligible income 
statements or balance sheets, it is possible to check whether the material entities that the 
banking groups chose to list include all of the entities that have a balance sheet size 
exceeding the $50 billion threshold - the same threshold which at the consolidated level 
would require bank holding companies to file a resolution plan under the D-F Act To 
determine whether entities that exceed the $50 billion threshold have been omitted, we have 
used Bankscope data from May 2013, data from SBC filings as of yearend 2011, Federal 
Reserve/National Information Center data as of June 2012, information available in the 
banks' annual reports and other information published on their websites.” 

The results (see Figure 2} indicate that eight of the eleven banking groups did not 
identify a few large subsidiaries with assets greater than $50 billion as material entities. 
Figure 2 displays the number of material entities reported by each of the eleven banking 
groups and the number and name of subsidiaries with more than $50 billion that were not 
identified as material entities in the public section of the resolution plan. Most "missing" 
material entities are intermediate holding companies, but in the absence of additional 
information about where such holding companies sit in the legal organization structure of 
the group, it is impossible to tell whether such information might be redundant because all 
of the material entities that are subsidiaries of an holding company - or its parent holding 


See Appendix B for details regarding the statistical benchmarks. 
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company - have been reported. Of course, even if all of the main subsidiaries, or controlling 
entities, of the holding company are reported, information about an omitted holding 
company may be important as well, especially if it issues debt or makes guarantees to other 
afTiliates. 
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Figure 2: Material entities in resolution plans 



Number of material 
entities reported in public 
section of 2012 resolution 
plan 

Large majority-owned 
subsidiaries (total assets of at 
least US$ 50 bn)* not included 
in material entities list 

Bank of America’ 

7 

4 

BAC North America Holding 
Company (US); SANA Holding 
Corporation (US); Merrill Lynch 
UK Holdings (Uiq;NB Holdings 
Corporation (US)’ 

Bank of New York Meiion 

14 

0 

Barclays (OS)^ 

6 

0 

Citigroup 

17 

7 

Citicorp (US)*; Citigroup Financial 
Products Inc. (US): Citigroup 
Funding Inc. (US); Citigroup 
Global Markets Europe Limited 
(UK); Citigroup Global Markets 
Holdings Inc. (US); Citigroup 
Korea Inc. (KR); Citigroup 
Overseas Holdings GK (IP) 

Credit Suisse 

16 

1 

Credit Suisse Investments (UK) 
(UK) 

Deutsche Bank (US)^ 

7 

1 

Taunus Corporation (US)^ 

Goidman Sachs 

22 

1 

Goldman Sachs Group Holdings 
fU.K.) (UK) 

IPMorgan Chase 

25 

2 

CMC Holding Delaware Inc. (US); 
J.P. Morgan Equity Holdings, Inc. 
(US)‘ 

Morgan Stanley 

18 

2 

Morgan Stanley (the group 
holding company) (US)’; Morgan 
Stanley International Limited fUK) 

State Street Corporation 

11 

0 

UBS(US)2 

11 

1 

UBS Americas Inc (US) 
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* As reported by the Bankscope daubase, as of May 2013; majority-ownership defined as a minimum owmersbip of 
50.01% in each step of the ownership chain. ' The bank acknowledges that the reported iist of materiai entities is not 
exhaustive. ^ Only material entities relevant Ibr US resolution are reported In the resolution plan. ’The latest available 
consolidated financial data for BAG North America Holding Company, SANA Holding Corporation and NB Holdings 
Corporation date back to 2005 or 2006, with total assets well above $50 billion for all three entities. Unconsolidated 
data reported in Federal Reserve form PR Y-9LP (June 2012) confirm that all three companies are still well above the 
$50 billiOD threshold, even without taking into account consolidation . ' No recent consolidated data are available for 
Citicorp, but its unconsolidated total assets are well above $50 billion Citicorp is not among the material entities 
Identified, but it is indicated as one of the three main management scents: it holds the core business segments of 
the group, Global Consumer Banking businesses and Institutional Clients Group. ^ Taunus Corporation is mentioned 
as the company controlling other material entities, but it is not separately indicated as a material entity. ‘The latest 
available consolidated financial data for CMC Holding Delaware Inc. and )j’. Morgan Equity Holdings, Inc. date back to 
20DS, with total assets above $50 billion for both entities. CMC Holding Delaware Inc controls, among other 
subsidiaries. Chase Bank USA NA. a depository subsidiary with about $116 billion in total assets as nf june 20 12; and 
I.P. Morgan Equity Holdings, Inc. controls CMC Holding Delaware Inc. On this ground, we have considered the two 
entities to be still above the $50 billion threshold. ’ The Morgan Stanley parent is repeatedly mentioned throughout 
the resolution plan, but it is not included in the list nf material entities. Sources; elaborations on data of banks' 2012 
resolution plans, banks' annual reports, Bankscope, Federal Resetve/Natiooal Infbrmatioo Center, Orbis database, 
SEC, SNL database. 


The FDIC/FRB implementing rule requires that each group provide a hierarchical list of 
material entities. Oddly, these appear to have been omitted from the public section. No 
organization or corporate structure tree chart is provided, 20 much less information about 
the percentage of ownership in each subsidiary. Presumably, the confidential section of the 
plan contains such information, but no clear case has been made about why such information 
should be excluded from the public portion of the plan. With considerable effort some of this 
information can be gleaned from other public documents, but it is not readily available in a 
format that is easy to compare across institutions. 

At least some of these "missing" material entities might be regarded as material. For 
example, both Bank of America and Citigroup have disclosed high level organizational 
structure trees on their websites. These are purported to include the material holding 
companies of each group, but some of these holding companies are not included in the public 


“ with the partial exception of Morgan Stanley’s submission for the depositoty institution (2012, p. 24). 
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sections of their resolution plans. In Figure 3.a and 3.b, we have circled flie large subsidiaries 
(all holding companies) that are missing from the relevant public section of each living will.** 
In some cases it is clear from information outside the living wills that such entities could 
have important interactions with other affiliates in the group. For example, Citigroup Global 
Markets Holdings Inc may have significant liabilities to affiliated depositoiy institutions. ** 


*1 Three 'missing’ material entities of Citigroup are not displayed in Figure 3.b: Citigroup Funding Inc, 
Citigroup Korea Inc and Citigroup Overseas Holdings GK. Citigroup Funding Inc was merged Into Citigroup Inc 
and ceased to exist on December 31, 2012, which explains why it is not Included in Figure 3.b. referred to 
lanuary 2013. 

** 'Some of Citigroup's non-bank subsidiaries have credit facilities with Citigroup's subsidiary depositoiy 
institutions, includbig Citibank, N A Borrowings under these fecilities are secured In accordance with Section 
23A of the Federal Reserve Aa Dtigroup Global Markets Holdings Inc [CGMHI] has borrowing agreements 
consisting of fecOities that CGMHI has been advised are available, but where no contractual lending obligation 
exists. These arrangements are reviewed on an ongoing basis to ensure flexibflity in meeting CGMHTs short- 
term requirements.’ (Citigroup, 2012a, p. 217). 
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Figure 3.a: The corporate structure of Bank of America* 

Bank of America Corporation: Select Major Subsidiaries ^ 

Asof April 17,2013 
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*Red circles indicate the large subsidiaries not included in the material entities list in the public section 
of Bank of America resolution plan submitted in 2012. Source: Bank of America website, own 
elaborations. 
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Figure 3.b: The corporate structure of Citigroup* 


Citigroup Organization^ 
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’Red circles indicate the large subsidiaries not Included in the material entities list In the public section 
of Citigroup resolution plan submitted in 2012. Source: Citigroup website, own elaborations. 
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One can only speculate about why such entities are omitted from the public sections 
of living wills, but this does raise troubling questions about the criteria that have been 
employed to select the reported entities. 

Surely investors would gain a better understanding of the groups' business and 
structure if they were required to provide detailed explanations abouttheir decision criteria 
and an organizational chart including, at a minimum, the Qrpe of business, the legal form, the 
location, total assets and the percentages of ownership for each of the displayed entities. 
Without more quantitative and qualitative details on material entities and the methodology 
to select them, the public sections of the living wills are less informative than they should be. 
Moreover, it is difficult to imagine that a strong rationale could be advanced that this sort of 
information should be proprietary. 

Although it is crucial to have better information about the reported material entities, 
the other entities that are implicitly deemed "non-materiar should not be ignored 
altogether, if only because of their magnitude. For example, Citigroup listed seventeen 
material entities, but in fact it had 2,319 subsidiaries according to the Federal 
Reserve/National Information Center data as of June 30, 2012. While many of these 
subsidiaries may be irrelevant for understanding how an institution would be resolved, the 
living will should at least categorize these subsidiaries and explain why they are not relevant 
to the orderly resolution of the group. 

More broadly, much of the other information contained in the public section of the 
living wills seems far more general than it should be if the objective is to enhance public 
understanding of the group's business or enhance market discipline. Figure 4 summarizes 
the information provided regarding the number of core business lines, the number of entities 
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with balance sheet or income statement data reported, the number of material payment, 
clearing and settlement systems in which the group participates and the number of 
supervisory authorities that oversee the firm. 

In virtually every case, the lack of specificity in the 'material entlt)r" concept 
undermines the usefulness of the other information disclosed and the resulting differences 
across institutions can be very large. For example, the number of core lines of business varies 
from State Street Corporation, which lists 2, to [PMorgan Chase, which identifies 30. The 
average for the eleven institutions is eight While business models across the eleven banking 
groups do differ significantly in many respects, one is left with the uncomfortable feeling that 
differing definitions of "core business lines" may also play a role.“ Although the groups 
report basic information about the business conducted by each material entity, it is generally 
left to the reader to map I ines of business into material entities and, even then, it is not clear 
how these might be preserved in die bankruptcy process. 

Financial data about material entities are very sparse, usually including only the 
assets and liabilities [and sometimes income data) of the largest depository institution, 
which must disclose its balance sheets periodically in any event^* While this is consistent 
with the FRB/FDIC requirement, it leaves huge gaps in a reader's understanding of the 
material entities and how they operate. 


^ The FDIC/FRB regulation deiines core business lines as 'those business lines, including associated 
operations, service:^ hinctions and support that in the firm's view, upon failure would result in a material loss 
of revenue, profit or franchise value" [TOIC and FRB, 2011a, p. 67334), 

Moreover, hankiog groups also have to submit to the FDIC a resolution plan for their depository institutions 
with at least S50 billion in total assets, as required by a {anuaiy 2012 FDIC rule. In most cases this plan was 
incorporated in the same public document with the resolution plan for the banking group. 
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Figure 4: Overview of selected information provided by banking groups in the public portion of 
resolution plans 


— 

1 

Number of core 
business lines 

Number of entities with 
individual balance 
sheet/income data 
reported 

Number of 
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payment, 
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supervisory 
authorities’ 
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15 

8 
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19 

Citigroup 
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1 (depository Institution) 

16 
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Credit Suisse 

11 

0 

11 

18 

Oeucsebe Bank (US)' 

10 

0 

16 

10 

Goldman Sachs 

4 

1 (depository institution)’ 

19 

4S 

) (PMorgan Chase 

30 

2 (depository institutions] 

18 

11 

1 Morgan Stanley 

3 

1 (depository institution] 

19 

19 

State Street 
Corporation 

2 

0 

10 

13 

UBS(US)> 

7 

0 

ru. 

14 


' Informalion largely related to US operations, t Bold indicates that the bank reports only supervisory authorities of 
niaterialentlties. We have included in our calculations only supervisors explicitly named. ’Included in the resolution plan 
for the depository institution submitted as a separate document Source; public section of banks' 2012 resolution plans. 


The systemically important financial institutions were required to indicate the 
number of "material" payment, clearing and settlement systems in which they participate, as 
well as the number of “materiar supervisors and regulators with whom they must interact 
This information is often used as a proxy for the complexity and interconnectedness of a 
financial institution that are believed to be two aspects of systemic risk. 
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Clearly the groups have taken the materiality guideline quite rigorously in reporting 
these two dimensions of proxies for systemic risk. Citigroup is reported to be a participant 
in 550 clearing and settlements systems in another source {Herring, 2013). While many of 
these may not be material, it is crucial to understand what standard of "materiality" is being 
applied. Similarly, the largest number of material supervisory authorities, 45, is reported by 
Goldman Sachs, which is by no means the largest or most complicated group. Indeed, most 
of these groups are active in more than 45 countries and so it is difficult to infer what 
standard of materiality has been employed and what the information implies about the 
difficulty of resolving the firm. 

In short, the FDIC/FRB regulation set up guidelines for the public section of living 
wills that permitted groups to avoid providing any new Information even if it was critical to 
understanding how difficult it would be to resolve an institution. Our examination of the 
actual public sections of the reports indicates that most groups took full advantage of their 
discretion to maintain confidentiality of information that is crucial to understanding how 
easily they could be resolved without, in many cases, any plausible rationalefor holding such 
details in confidence. Nonetheless, even if the groups had been more forthcoming with 
information, investors and creditors would still be unable to price claims efficiently because 
officials have not yet agreed on how to handle cross-border resolutions. 

6. Why resolution policy remains uncertain 

The crisis revealed the US lacked a coherent regime for resolving systemically 
important global financial institutions. In this it was not alone. The Basel Committee on 
Banking Supervision (2010) concluded that no country had a framework for adequately 
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addressing the problems that arise in the resolution of a purely domestic banking 
conglomerate, much less a cross-border or global systemically important institution. 

The D-F reforms were intended to enhance the ability of the authorities to resolve a 
purely domestic institution. Since the new regime remains untested, it is too early to judge 
whether It is sufficient to resolve a large institution without cost to taxpayers and without 
threatening financial stability. The cross-border aspects of resolution policy remain a 
challenge and the obstacles are formidable. 

A cross-border resolution is bound to involve multiple supervisory authorities with 
differing statutory powers and responsibilities. Some may be charged with taking financial 
stability into account, others may simply be responsible for taking whatever measures they 
can to protect the customers of the part of the group they oversee. In addition to these 
differences in objectives, bankruptcy and administrative processes differ markedly, as do the 
competencies and powers of Individual supervisory and regulatory authorities. The sheer 
number of authorities whose actions must be coordinated is raindboggling. One moderately 
large foreign bank, not large enough to be included on the FSB list of Global Systemically 
Important Banks (G-SlBs), held a meeting of its key national and international regulators to 
discuss its resolution plan and was obliged to convene the meeting in a large hotel ballroom. 

Since November 2010, the members of the FSB have been developing resolution 
strategies, operational resolution plans and firm-specific cross-border cooperation 
agreements that establish a process for cooperation and information sharing. In its April 
2013 progress report, however, the FSB (2013, p. 1) concluded that “[Pjrogress has been 
relatively slow both because the issue is complex and because in many jurisdictions the 
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powers necessary for implementing a preferred resolution strategy have not yet been 
provided." 

This is particularly worrisome with regard to the European Union because it is home 
to a large number of G-SI6s and several of these institutions hold more assets outside their 
home country than within. 


Figure 5: Large international banking groups with >50% of assets outside home country, 


yearend 2011 
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7 
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24 
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25 
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26% 
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(Switzerland) 
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27 
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3% 

(Sweden) 
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41 
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Source: Seboenmaker [2013, p. 62). 


Figure 5 lists 1 1 European banking groups and one US banking group (Qtigroup) that 


have less than half of their assets in the home country. In order for the market to function 
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properly, it needs to understand not only living wills, but also what the authorities will do in 
a crisis. In the absence of firm, credible and binding cooperation agreements, it must remain 
a matter of speculation. 

The problem is complicated by the fact that the authorities have not achieved a 
consensus on the appropriate model for cross-border resolution. Idealists favor a 
universallst approach in which insolvency laws are harmonized and an insolvent firm's 
assets are pooled in one proceeding and shared equitably aaoss claimants without regard 
to where they reside or which part of the group they have dealt with. Cynics consider this 
approach to be the Esperanto of resolution policies and believe that no matter what officials 
say they will ring fence those parts of the falling Institution that they can control in the end. 

These extremes are reflected to some extent in two approaches that are widely 
discussed: a single point of entry strategy (SPE) and a multiple point of entry strategy (MPE). 
The Bank of England and the FDIC (2012) have developed a SPE strategy. This approach 
attempts to leapfrog the seemingly hopeless task of harmonizing national bankruptcy laws 
and resolution procedures by vesting resolution powers in a single resolution authority that 
is responsible for overseeing the top holding company or parent company in a C-SIB. The 
responsibility of the single resolution authority would be to ensure that the top level 
institution would be restructured in such a way that it would serve as a source of strength 
by recapitalizing subsidiaries and down-streaming liquidity as necessaiy. The hope is that 
this would finesse most cross-border problems by preserving the assets and operations of 
subsidiaries on a going concern basis. 

This presumes that the top level entity will be required to be sufficiently well- 
capitalized to absorb losses throughout the group - and, indeed, that the group is structured 
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in such a way that there is a clear top-level entity. Of course, this can only work if the single 
resolution authority has access to sufficient resources to maintain the subsidiaries in the 
group while the restructuring of the top level institution takes place, which may be an issue 
in several countries that are host to institutions with liabilities that are a substantial multiple 
of domestic GDP. Moreover, in the case of the US it appears to assume that resolution will 
take place under the administrative procedures of Title II of the D-F Act rather than the 
bankruptcy resolution plans required in the livings wills. 

This approach raises tricky issues in a scenario in which a foreign subsidiary is the 
major source of losses and should be liquidated. The authorities, of course, do not want to be 
in the position of propping up an institution that has no going-concern value. But once they 
admit the possibility that some foreign subsidiaries may not be protected, creditors have 
reason to be concerned about all of the foreign subsidiaries and it may not be possible to 
implement the resolution without creating unwanted spillovers as aeditors engage in a 
flight to quality. 

In addition to the hope that foreign authorities can be convinced to forbear and leave 
the resolution to the headquarters authority, the laws underlying many financial contracts 
will need to be changed or the single resolution authority will need to have the ability to 
impose a stay. Otherwise the initiation of resolution proceedings with regard to the top-level 
entity can be interpreted as an event of default that permits counterparties to terminate their 
financial contracts. This could destabilize markets and frustrate the attempt of the single 
resolution authority to ensure the continuity of operations. 

A MPE strategy involves the application of resolution powers by multiple authorities 
to multiple parts of the group and the break-up of the group into separate parts along 
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national, regional or functional lines. Unless the multiple authorities have firm agreements 
about how to coordinate their actions and allocate losses, this approach amounts to ring 
fencing.^ This approach is opposed by most G-SIBs because they believe it would reduce the 
efficiency with which they can allocate capital and liquidity within the group. 

It is difficult to imagine both approaches operating simultaneously without causing 
enormous uncertainty - not unlike the current situation. The key point, however, is that 
how the cross-border resolution will be conducted is a critical factor that must be taken into 
account in valuing the claims on any entity within the group. When this uncertainty is 
considered In conjunction with the meager public disclosures in living wills, market 
discipline cannot be expected to reinforce and support regulatory discipline. 

Despite an enormous amount of effort, one must conclude that we do not yet have the 
framework to undertake the orderly resolution of a G-SIB. This means that these institutions 
are likely to enjoy an implicit subsidy that is completely unrelated to their efficiency or the 
quality of their services. Too-big-to-fail may be too-costly-to-continue, but a solution to the 
problem remains elusive. 


^ New Zealand has taken this position and attempted to apply it more rigorously than any other national 
auUiority. it has tried to ensure that even if the foreign parents of their lour largest banks s hould iail, the New 
Zealand subsidiaries could continue to operate. See the contributiOR of David Mayes (2013] in this issue 
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Appendix A 

Tbe Ell approach to bank recovery and resolution plans 

In the European Union, the European Commission presented in |une 2012 a proposal 
for a directive on bank recovery and resolution, with the goal of introduang new bank crisis 
management and resolution tools to bcilitate orderly resolution and avoid bailouts 
(European Commission, 2012). Negotiations with the European Parliament and the Council 
of the European Union to adopt the final legislation are still in progress (the most recent 
compromise has been reached at the end of june 2013, with a final approval expected by the 
end of 2013), 

The directive aims to harmonize policy instruments and procedures to deal with 
banking crises across EU countries and to improve the ability to manage the crisis and failure 
of cross-border banks. The proposal included provisions on preparation and prevention, 
early intervention and resolution tools and powers. Preparation and prevention measures 
include the requirement for banking groups and individual institutions within a group to 
prepare recovery plans, and for authorities to draw up resolution plans for them. Colleges of 
resolution authorities are also Introduced, in which home and host countries resolution 
authorities participate under the lead of the group (home) resolution authority; the 
European Banking Authority would participate too, facilitating joint actions and acting as 
binding mediator in case of need. Finally, the proposed directive also requires the creation 
of national resolution funds to bear the costs related to resolution procedures (e.g. provide 
capital for a bridge bank), but never to ball out banks: these funds would have to be financed 
to a large extent by risk-based fees paid ex-ante by banks. 
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The directive introduces a requirement for banking groups to prepare and submit a 
recovery plan to their consolidating supervisor, which will transmit it to resolution 
authorities. The plan should include measures for the stabilization of the group as a whole 
in case of distress, indicating also arrangements for intra-group financial support The 
preparation and submission of the recovery plans shall have at least an annual frequency, 
and an updated version should be presented in case of changes to the legal or organizational 
structure of the institution, its business or its financial situatioa The plans must include a 
wide range of information. Including; a communication and disclosure plan outlining how 
the firm intends to manage any potentially negative market reactions; a range of capital and 
liquidity actions required to restore the institution’s financial position; the identification of 
critical functions; a detailed description of the processes for determining the value and 
marketability of the core business lines, operations and assets of the institution; 
arrangements and measures to reduce risk and leverage, to restructure liabilities and 
business lines, to maintain the continuous functioning of the institution’s operational 
processes, including infrastructure and IT services; preparatory arrangements to facilitate 
the sale of assets or business lines in a timefi^e appropriate for the restoration of financial 
soundness. 

Competent authorities, after consultation with relevant foreign authorities, must 
assess the effectiveness of the measures proposed in the retoveiy plan to rapidly restore 
viability without producing adverse effects on the financial system; the European Banking 
Authority will develop guidelines specifying minimum criteria to be followed for such 
assessment If competent authorities are not satisfied with the plan, they may request the 
institution to revise the plan: if it feils to submit the revised plan or changes are not 
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considered satisfactory, then authorities may direct the institution to take corrective 
measures, such as a reduction of the risk profile of the bank, timely recapitalization, changes 
to the funding strategy orto the governance structures. 

While banks are required to draw up recovery plans, resolution authorities are 
entrusted with the preparation of resolution plans, outlining the resolution measures that 
will be adopted if the bank is taken through resolution. Resolution authorities, however, may 
require the banks to assist them in the preparation and updating of the resolution plan, and 
their requests may concern, among other issues, the following information: a detailed 
description of the institution's organizational structure including a list of all legal entities; 
the identification of the direct holder and the percentage of voting and non -voting rights of 
each legal entity; the location, jurisdiction of incorporation, licensing and key management 
associated with each legal entity; a mapping of the institution's critical operations and core 
business lines by reference to legal entities; a detailed description of the components of the 
institution's and all its legal entities' liabilities, separating at a minimum by types and 
amounts of short term and long term debt, secured, unsecured and subordinated liabilities; 
a description of the off-balance sheet exposures of the institution and its legal entitles, 
including a mapping to its critical operations and core business lines; the identihcation of 
the major or most critical counterparties of the institution as well as an analysis of the impact 
of the failure of major counterparties on the institution's financial situation; each payment, 
clearing or settlement system of which the institution is directiy or indirectly a member, 
including a mapping to the institution's legal entities, critical operations and core business 
lines; an identiTtcaUon and mapping of the legal entities and the interconnections and 
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interdependencies among the different legal entities capital, funding and liquidity 
arrangements, cross-guarantee arrangements]. 

As for recovery plans, resolution plans must be updated at least annually or in case of 
changes to the legal or organizational structure of the institution, its business or its financial 
position that might have an impact on the plan. The latter shall include a demonstration of 
hotv critical functions and core business lines could be legally and economically separated 
from other functions so as to ensure continuity upon the feilure of the institution; a 
description of the processes for determining the value and marketability of the critical 
functions, core business lines and assets of the institution: an explanation by the resolution 
authority on how the resolution options could be financed without any extraordinary public 
financial support; a detailed description of the different resolution strategies that could be 
applied according to the different possible scenarios; a description of critical 
interdependencies; a description of essential operations and systems for maintaining the 
continuous functioning of the institution's operational processes. 

If resolution authorities identify significant impediments to the resolvability of a 
group, they may require the institution to take measures in order to facilitate its 
resolvability. Such measures might include a reduction of complexity through changes to 
legal or operational structures in order to ensure that critical functions can be legally and 
economically separated from other functions; the drawing up of service agreements to cover 
the provision of critical functions: limits to maximum individual and aggregate exposures; 
imposition of reporting requirements; restrictions of activities and new business lines or 
products; requirement to issue additional convertible capital instruments. 
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Appendix B 

Methodology for the identification of large subsidiaries not listed by banking groups 
as ‘ material entities’' in the public section of resolution plans 

Figure 2 displays the number of material entities listed by the eleven banking 
groups^ in the public portion of their resolution plans as well as the number, name and 
location of large subsidiaries which have not been included in the list of material entities. To 
identify these "missing" material entities we have first collected Information on large 
subsidiaries provided by the Bankscope database (as of May 2013): we have chosen { 50 
billion of total assets as the size threshold to select large entities and selected all subsidiaries 
that Bankscope reported to have surpassed such threshold, based on the latest financial data 
indicated by Bankscope in the list of subsidiaries. To obtain the Bankscope list of subsidiaries 
we have used the 50% majority-ovimership filter made available by the database: companies 
included in the list of subsidiaries are only those that the banking group owns with at least a 
50.01% stake in every single piece of the ownership chain. 

Second, we have excluded some large subsidiaries included by Bankscope but not 
active any longer (e.g due to bankruptcy or merger); for this purpose, we have used 
information provided by Bankscope in other sections of their database and by the Orbis 


“ These groups were required to submit their resolution plans by |uly 1st 2012 as their nonbank assets (US 
nonbank assets for foreign covered companies) were at least equai to $ 250 billion, A second group of banks, 
with total nonbank assets between J 100 billion and $ 250 billion, bad to submit their plans by July 1st 2013; 
Onally, covered companies with less than 5100 billion in total nonbank assets must submit their plans by 
December 31st 2013, BNP Paribas, HSBC, Royal Bank of Scotland and Wells Fargo submitted their plans in the 
second round and the public sections were released by regulators on |uly, 2*', 2013. In our analysis we have 
focused on die resolution plans submitted to the first round to 2012. 
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database (which follows the same criteria and format of Banltscope but has a wider coverage 
with regard to details on subsidiaries). 

Third, we have checked whether any large subsidiary included by Bankscope was not 
in the material entities list provided by banking groups in the resolution plan, finding a few 
“missing” entities for 8 out of the 11 banking groups of our sample. 

Fourth, in order to double-check our results with official regulatory sources and to 
make sure that large subsidiaries identified by Bankscope as of May 2013 were existing at 
the rime of submission of the resolution plans, we have verified whether the missing entities 
were included by banking groups in the list of subsidiaries displayed in the SEC 10-K form 
for US groups and in the SEC 20-F form for foreign groups; we used data for year-end 2011 
as this is the most recent date before the submission of the resolution plans for which SEC 
data were available. For a couple of foreign banking groups we were not able to find the list 
of subsidiaries in the SEC 20-F form and performed the double-check with 2011 annual 
reports or other ofhcial documents published by the banks. 

Moreover, we have performed this double check also with Federal Reserve data on 
banks’ organization hierarchy made publicly available through the National Information 
Center database. Since these data can be retrieved for any point in time, we have used the 
end of lune 2012 data, corresponding to the timing of submission of resolution plans. 

Our missing entities were included in both the SEC and the Federal Reserve data, or 
in documents published by the banks (only in one case a subsidiary was included in the Fed 
data as of lune 2012, but not in the SEC list as of yearend 2011, while being included in the 
SEC list for yearend 2010), 
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The Systemic Risk Council 


December 2, 2013 


The Honorable Mary Jo White 
Chair 

Securities and Exchange Commission 
I OOF Street, N.E. 

Washington, D.C. 20549 

RE: Improving the Public Disclosure of Large Complex Financial Institutions 
Dear Chair While: 

The Systemic Risk Council (Council)' is writing to request that the SEC examine the level and 
quality of disclosures being provided by large complex financial institutions (“LCFIs") and take 
steps to strengthen that disclosure. While public companies are required to provide detailed 
information to their investors about their activities, risks and financial condition, current 
disclosures by LCFIs are too opaque and leave investors and markets at risk, undermining 
efficient capital allocation and contributing to “too big to fail" fears. While we understand that 
markets receive a significant amount of disclosure, the quality, clarity, and comparability of 
important risk and intra-organizational disclosure is lacking. The simple fact is that, in general, 
LCFIs are much less transparent than other large public corporations. Greater transparency from 
LCFIs would help investors better comprehend the risks and corporate structures of these 
entities, enabling them to make better investment decisions and hold senior executives and board 
members more accountable. It also has the potential to play an important role in helping 
investors, counterparties, policymakers and the public, assess whether these institutions can fail 
without taxpayer support: bringing back essential market discipline. 

A number of investors and other commenters have noted that rigor and transparency of such 
disclosures has declined in recent decades, to the point that few such issuers in this category 
meet the full and fair requirements of the Securities Exchange Act of 1 934 and related provisions 
of Regulation SK. Better, more targeted and comprehensible disclosures are necessary to 
significantly improve investors’ and other users’ ability to properly analyze and make well- 
informed investment decisions about these LCFIs’ risks, exposures and the complexity of 
business lines, including their general and business line profitability. 


' Systemic Risk Council: The independent non-panisan Systemic Risk Council was formed by CFA Institute and the 
Pew Charitable T nisis to monitor and encourage regulatory reform of U.S. capital markets focused on systemic risk. 
The statements, documents and recommendations of the private sector, volunteer Council do not necessarily 
represent the views of the supporting organizations. The Council works collaboratively to seek agreement on all 
recommendations. This letter hiirly reflects the consensus views of the Council, but does not bind individual 
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The Commission should require at least, the same level and detail of disclosures tiom LCFIs as 
from other large corporate entities. Yet, (he quality of the information LCFIs currently provide 
through public documents clearly lags non-financial corporate disclosure, particularly regarding 
operational complexity, risk management and exposure risks. What disclosures arc made 
predominantly take the form of boilerplate statements, rather than clear, understandable 
descriptions of the LCFI's circumstances. We believe there is enormous room for more 
ttansparency and detailed information to be provided without compromising proprietary 
information. We also believe this information should be provided in a format that is easily 
accessible to all manner of users, including average investors. 

In general, we are concerned that disclosure practices for LCFIs fail to meet the standards that 
non-fmancial companies have had to meet for the past decade. For example, banks have 
historically obfuscated the disclosure of challenging or difficult information by burying such 
information deep within boilerplate presentations; a practice we believe that should be examined 
and eliminated. By comparison, non-financial companies must adhere to financial reporting rules 
that adequately describe their operations and risks, while presentation of financial information in 
earnings releases must enable readers to distinguish between '‘spin" and reality. Important and 
relevant information that is highlighted early in corporate disclosure docimients should be tlie 
goal, as is generally the case now with non-financial firms, 

We believe disclosures providing clear, concise and plain language informalion about the 
following issues would enable investors to more accurately assess the condition and performance 
of banks and to hold these institutions accountable for poor decisions. Given their size, 
complexity and role within in the financial system, these institutions should have better and more 
thorough disclosure than other types of companies, not worse. For example, LCFl disclosures 
should include: 

• Information about their organizational structure and cross-organizational risks in a foimai 
that can be easily compared across institutions. Firms should be required to provide a 
group corporate structure chart, map business lines into legal entities and disclose their 
cross-organizational profitability, risks, credit lines and guarantees; 

• Information about LCFIs’ unencumbered assets that might be available to pay creditor 
claims in the event of failure; 

• Information about the manner in which LCFIs allocate capital and expenses when they 
calculate returns on investment for individual business lines; 

• Holdings of assets such as debt securities and loans sorted by type and by option-adjusted 
duration, which would better enable investors to assess sensitivity of an institution's 
assets and liabilities to changes in interest rates; 

• Discussions about market-making, hedging and proprietary trading activities to enable 
investors to understand the extent of those activities and distinguish them from more 
traditional banking activities; 
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• Improved disclosure about the institutions' derivatives activities and exposures (on a 
gross and netted basis), including the risks and interconnections that flow therefrom. 
Positions on a non-netted basis by type of derivatives insUTimeni, volume of transactions 
on a yearly or other periodic basis, profits/losses from derivatives trading, number and 
nature of counterparties and other information probably should be disclosed, as should 
interest income and expenses related to derivatives activities to enable investors to 
determine the net interest margin on the basis of repotted balance sheet items, as well as 
on the basis of consolidated assets and liabilities; 

• Non-loan financial instruments by asset class, including fixed-income, currencies, 
commodities and derivatives, among others; 

• Value-at-risk measures using consistent assumptions about parameters of the underlying 
distribution, segmented by asset class in a manner consistent with disclosures made about 
non-loan financial instruments - and detailed explanations of why and when such risk 
measures change; 

• Suess test results under different economic and financial scenarios; 

• All major reserve categories including, specifically, legal reserves based on the type of 
financial activity; model-based reserves related to trading activities; reserves for credit 
losses, and operational reserves; and 

• The effect on executive compensation of a) annual financial performance, b) contingent 
liabilities such as deferred compensation, and c) diluted share counts. This information 
should be provided in suflicient detail to enable investors to understand how firms' 
compensation policies affect their earnings performance and incentives for risk-taking. 

Much of this vital information is currently lacking from LCFI public disclosures. 

Wc recognize that the .SEC is working extremely hard to implement regulations resulting from 
the Dodd-Frank Act, in addition to the myriad of market structure and trading issues that demand 
immediate attention. As discussions continue about too-big-to fail institutions and their 
resolution, enhanced disclosure could significantly improve the quality of ongoing efforts to 
address this issue. We hope that the SEC will begin taking steps to address the shortcomings in 
LCFI disclosure. One step would be for the SEC to lead an interagency effort with other FSOC 
regulators to improve the public disclosures of these complex institutions. For instance, the SRC 
also strongly supports greater public disclosure of LCFI “living wills" required by Title 1 of 
Dodd-Frank which arc subject to the jurisdiction of the Federal Reserve Board and FDIC.^ The 
Commission might also consider hosting a roundtable with rqiresentatives from the other FSOC 
agencies and the Office of Financial Research to discuss these issues more fUlly. This approach 
worked well during the Commission's thorough consideration of the systemic risks created by 
money market mutual funds. Investors could also provide invaluable assistance in these efforts. 

‘ See Letter from the Systemic Risk Council to Ben Beraanke, Chiinnan, FedenJ Reserve Board and Martin 
Gnicnberg, Chairman. Federal Deposit Insurance Corporation, Dec. 2, 2013. (Attached). 
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In addition, the boards of directors of these LCFls play an essential role in sound governance. 
We believe boards, and particularly their Audit and Risk Committees, should play an enhanced 
role in the disclosure process and ensure that all public information is provided in a transparent 
manner. Even conscientious LCFI boards may not fully understand or appreciate the disclosure 
requirements applicable to banks and thus fail to exercise the guidance and oversight that is 
needed. In this regard, we encourage the SEC to provide greater guidance to boards of directors 
in ensuring full compliance with essential disclosure requirements. 

As we reach a critical juncture in strengthening our financial system and addressing too-big-to- 
fail, regulators, investors and the marketplace all need a better understanding of LCFI operations 
on a number of levels that would allow a realistic exploration of restructuring and investor 
choices. SEC disclosure rules are a critical factor in the effort to strengthen our financial system. 

Respectfully submitted. 



The Systemic Risk Council 

Chair: Sheila Bair, The Pew Charitable Trusts, Former Chair of the FDIC 

Senior Advisor: Paul Volcker, Former Chair of the Federal Reserve Board of Governors 

Members: 

Brooksley Bom. Former Chair of the Commodity Futures Trading Commission 
Bill Bradley, Former United States Senator (D-NJ) 

William Donaldson, Former Chair of the Securities and Exchange Commission 
Harvey Goldschmid, Columbia Law School, Former Commissioner, Securities and Exchange 
Commission 

Jeremy Grantham, Co-founder & Chief Investment Strategist, Grantham Mayo Van Otterloo 
(GMO) 

Richard Herring. The Wharton School University of Pennsylvania 
Hugh F. Johnston, Executive Vice President and Chief Financial Officer, PepsiCo 
Simon Johnson, Massachusetts Institute of Technology Sloan School of Management 
Ira Millstein, Legal Counsel to the Systemic Risk Council, Columbia Law School Center for 
Global Markets and Corporate Ownership 
Maureen O’Hara, Cornell University Johnson School of Management 
Paul O’Neill. Former Chief Executive Officer, Alcoa. Former Secretary of the Treasury 
John Reed, Former Chairman and CEO, Citicorp and Citibank 
Alice Rivlin, Former Vice Chairman of the Federal Reserve Board of Governors, and Senor 
Fellow, Brookings Institution 

John Rogers. CFA, President and Chief Executive Officer, CFA Institute 
Chester Span, Tepper School of Business Carnegie Mellon University, Former Chief Economist 
of the Securities and Exchange Commission 
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I khougii debuo srill n§e ov«r the auses of the 
firuncul crish of 2007*09. one thin|; b dear, 
sereni of the wotida lar^ fiuAcUl ionitu* 
tiou^inciudifis Fannie Mae, Frtckik Mac, 
Cki^p. UBS. AKj, Bear Steams, Lehnuui Brothen, and 
McrriD Ljmch— had amassed huge and concentrated credit 
and liquidity risb stemming from sobprime tnor^^es and 
other risky investmenrs, bur they mainiained equity capi* 
ol that was too small to absorb the losses that resuhed from 
chose investments. !oodicrivo(ds,rdacivcto their risks, their 
equity caprtai proved irtadequite to inntut these firms^nd 
nuny others*— from insolvency when the rides materoiacd.' 
Imemal bank risk tnanagemenr and atemal prodential regu* 
boon and supervisioo failed preendy because they did not 
compute risk correctly and reqairc the approprbte amount 
of equity rrtorVr » r^. The regubtory faihite was rsot that 
eqiuty ca{^ requiremenu wot too low^sr. After all. as of 
mjd-2006. the ratio of the market value of Oagrotip's equity 
to the market value of its assets was nearly twice that of Gold* 
nun Sachs; but k was Qtigroup, not Goldman Sachs, whose 
losses ptodoced insolvency. ‘Ihe difference occurred because 
Grigroups rbk exposures, including the off^babnee sheet 
risks associated whb hs imptick obligation to clean up prob- 
lems in hs special purpose entities and spedai investment 
vehidcs, west disproportiotacely brger than Goldman'! 

Bumpla of failures to constrain risk within a firms 
capacity to bear loss are not hard to find. Qiief executive 
officers and boards appeared to lack enhet an effixrne frame- 
work or the uHlIingness to qsply the appropriate tools to 
measure rbk correctly or to constrain aggregate risk-taking 
within prudent timiu.' One recent nudy reported that banks 
that provided risk manners wkh greater compensation and 
standing within their ttfganiiations not only experieoced 
msaOer crisb-rebted losse! btt had iosmr stedt pnee vobtilky 
prior 10 ihecriss. Ihu finding suggots that top management 
decisions not to prnrrtize and empowm risk managemenr 


were an imporaffl cootribucor to the obit* 

IhU defca can take many fbrim wkhin a bank s risk 
minagenKm system. It can show up as ovmdiance on rbk 
deebioos taken at a low level in many product lines and 
trading desb, without coruideratioa of bow such exposures 
mighi interact under various macroeconomic coodnions. 
Or k an rake the fism of a tendency to follow the herd in 
an anempt to grow revenues and market share rather than 
quesdoning the adequacy of capnai to absorb rUks inher- 
ent in particular strategics. Other sources of vuincrabilny 
include reluctance to question fundamenul assumptions 
about basu risks and hedges, general disregard for the risk 
iohcteni in the centuritHid challenge of funding long-term 
assets with shon-term Ibbilhks. and neglect of liquidity 
rbk more generally. And coming on top of all these common 
rbk management bilingj are a handful of others: rhe well- 
known tendency of people inside la^ organturions to 
override limiu when they conflict with revenue goals: the 
difficulty of tracking agr^ie oposutes over complex legal 
structures and produn silos in any reasonable amount of 
time: and the bihirc to ‘‘ruk-adiun” the (wtee of internal 
traosfm of fimdt and compensation niMe generally. 

As a fsirly diiea consequence of these kinds oferron of 
rbkmatt^ement,che boousesandcompeosatioo that many 
financial firms granted were real, but the profiu used to jimify 
tboR paynxots were not. Not only did ftockboUers su IFer as 
a tesuh of these errors, but taxpayers were ultimately obitged 
to bail out insolvent b^ institutions or face the possffiilky 
of fignificant spillover costs to the rest of the financbl system. 

Examples of these problems can be found in rhe 
bankruptcy of Lehman Brothen. the losses susumed by UBS 
and AIG, rhe colbpse of Nwthem Rock, the forced merger 
of Bear Soams. and the colbpses of Indy-Mac, Washington 
MunoL and Wichovb as well as the sirit^ of losses reporred 
by Gtibaiik. Merrill Lynch, and Bank of America. Studies 
of ail of these experiences have questioned whether anytme. 
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including corpontt board members, senior management, or 
supervisors, evo) comprebended thdr msmudooi' opoture 
CD tubpnme mortgage nsk.* 

These mdespcou! fitihircs to miiotsm adequate capita) 
aiul to exocise efieerive goverrun^ oT ride are al) the more 
mmarhaMe beause regulators and nqscrvbom have been 
fbeudng 00 the problemi of risk measaremem and ajrital 
budgrriRg fat mure than rwo decades. Rbk'based apital is 
preaKj)r the measure tbe Basel Committee xijn it has been 
targeting all along when setting iii minimun standards far 
o^. Obvioudy; despne broad a^cemetR that ruk-based 
capital was the key concept on which to focus prudential 
reguladoo of opiral, both bank rbk mamgets and stipervi- 
sors ^iled to meafijre risk correoly and eo require capital 
commcDSurue with tbt rbk. 

Why did the r^latory system pernxm » badly; The 
latiure was ncu the retok ofa bd of attemioa ID dx challenge 
of dehning risk. The Basel Accord on Minimum Capital 
Requtremeiui bat undergoM numerous rchnoiKius since ks 
inkial public»ioolnl9B7.iRc(udiigamajoran)endnKiuui 
1996 TO accoonr for market risb and a complete renovation 
ofhskmcasuieincniwhhlbeaonouncemcnioFBasd Ilia 
2004. PriiKiplm for eiihaACUggovenuna of rid have been 
addressed in a scsoofsBpcpr B oryttqdietMndeqi. rig Basd 
Com nkiee report on 'Ihe Core Principles ofBuking Super- 
vtsion.” published u Iv back ai 1997. incorporates sound 
corporate gowermnee of as a key prioople.* 

Prudential legulaoon foiled to require fioaadal InsdtU' 
linn R) matmain adequate capital for twomoin reasons. First, 
incmive problems daorted the measuraneot of (idu Kcood. 
incentive probsemt discouraged the timely repUcemeot of 
km equity capoal. 

tetpect to riie fim of these ptoblems, the procea 
for measuring tkic— on which capiui reqtiiremeou ire 
baaed— cncoitfigcs the undemaemcot of ri^ Ifoder exk> 
iiig rulm banb and raring ageoda OMcro] the rneasiresKnt 
of risk that is used by reguia^ Bankets and ntof agcadcs. 
hemmz.iu^ftoniamAkasofimereRtha(ptoTideincen- 
thtts CO ujidenute risk Boiib that imdentaie rhdr ride ei^ 
lower capital requiremenes; and rating agencies that do so 
receive larger fo^ which are allocated through a competi- 
tive process iioown as ‘ratings shoppiog.' And this means 
that prudential natatory attritorkics, gtvei their rdiaice on 
books' mienui moddi of risk and on tarii^ ^eocy ophuons, 
hast no aedfok. independent mfoonarioncoserytasabasis 
for forang banks to raise their inional asK&mems of risk. 

When bank risk b nor mcisutcd oirreaiy, it annor be 
managed ptoperiy. And since banb have a mong incen- 


tivr CO uodersoee their tid&s, ch^ may often 6ul to idenufy 
the magmtude of their eqwsures n> risk. If they have not 
measured risb properly, they caneoc take impropriate 
laeasum to pmlne excesrive risk-uldi^ within tittir fines. 

With respea to the second pnhlem— the folhue to itpUcc 
its cq>iral in a rimeiy fosl!boi>~u h bmruciht 10 omsider how 
k»gu took Qogroup and other fuBocbl instimrions to depbe 
(heir (3pica] during dm iccew fioindai erisu. Marry months 
passed between the iniial Smnetai shocb of the crlsa-^hc 
fast revdadons of tbe spring of 2007, the Au^ 2007 ran 
on asset-hacked commeraal paper, the Bear Stearns bailout 
of March 2006— and die sysiemk colhfw of msd-Septeraber 
200fl. Duris^theyearaodahalfleadingupioduscollapK. 
loughly $450 billion in capHal was rabed global fimincial 
nsDtutkma Qedy, gfobri apkri itarkcs were ope^ 
were owiy wiling im^o. espedaiiy het^ fomk and private 
equity ftmds.tfwekaswcdihyio(livkiuais. But irony of die 
firancial InsDtuikxtt rnosi deeply ariecicd by the ciBs prior to 
September 2006, deqitte peniMcnt and rignilkaM dedhnei in 
the market value of thdr eqci? telatht to aueo. dioee not to 
raiR sufficient opiral 

A top eaccarive sc mk of those banb confosKed to one 
of US during the luromer of 2006 dist, deqioe the need lo 
replace lost equity, the prke of his bank's stock was "too 
low.* He was concerned dot tnuing agatriam equity in the 
summer of 2008 would have tesulnd in sutmamtal dilution 
ofstockhoUers— indudingexming management. losrfcu- 
rinns that had su^red large losses preferred to wait, hoping 
for an end 10 tbe crisu ia ^ torruner of 2008 and the deva- 
dM of the prices of risky asseu that would accompany rhac 
martea ImpravemenLAfoer the bailout of Bear Stearns, they 
also bdievod that if their siniarioa deteriorated severdy. the 
govertusem would be likefy to step to. That expectarioa 
hirtber undermined ai^ incenrive to replace eqaUy capital 
pToopriy. much less pree ro priv dy . Oo baJance, tb best strat- 
egy was to wak and hope ^ riie ben. 

Of course, these two ptoblems— a oirar risk mismea- 
suremai tad mismsaagunent and expeir foilute to rcplicc 
equity once it is lost— ate rdaied. If ba^ believed that they 
would be forced to replace lost capital in a timely fodiMa. 
they would have greater Incentive to manage rtdt properly 
and to maintain adequate equity capiui commensurate 
wkh that tak in the first place. Why? Beause they would 
foce the praspecs of a rignlikani cost On the form of stock- 
boldo dihsien) from luving re replace lost equity capital in 
a troubled marktr. 

If r^uiation foiled beause of ducorted or ioadequare 
mceorives to masure and mituge riik and gains from 
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postponing (he repUcemem of lost capital, then R fblWs 
(hit a oent^ fixus of reform should be (0 addicts those (WO 
incenrm pioblems. How an we change bankers' incenrim 
B) improve Hk accuracy ofthdr risk assessmetn, manage risk 
better, and replace km etpirtycapual fuser? 

b (his ar^le. we show how a properly des^ned 
mint (or convettd)le cootingeM capital ifit "CoCos* *) at 
provide strong incourves for tynemkaily imporunt Allan' 
dal instiimiocis (SIFIs) to make two crUkai changes: (1) 
ht^dement snong systems of risk govemance to measure and 
man^ ride and (2) raise additional c^l or sdl assets in 
a (imciy fadikm. when necessary, to minimize the chance of 
vioUiing minimum capni adequacy standards, lo addition, 
our proposed requiremeni would aipplement an insmu' 
tioo's capacity to bear loo. Finally, a suiobly designed CoCo 
requiremeor would suppleneni supervisory oversight with 
market discipline. Of course, other compIctDaicary reforms 
of prudenna) r^ulamry sundaids would also be desirable,^ 
but wt show (bm they are not ndKtitutes for CoCos, which 
would play a unique and critically impoftaiir role io irnprov- 
ing incentives fer risk managemeu and the mairuenaoce of 
adequate capital, especially for "toO'blg'iO'&r insti' 
lutions. 

Why Equity Capital Requirements Are Not Enough 
Basel III has placed in main emphasis on requirements fbr 
more and bener-quality capital and more ttHenRve stqsavi' 
sion. Bin do the incieasa in capital cooiemplaicd by the Base) 
Gmunittec offer I solution to the (wo crucial problems of risk 
mismeasuretnent and ftilurc to repbcc lost capital in a timely 
fukioiL’ History does not provide much riaion to be optimis- 
tic ^>out the srdutiora proposed to either of these probletDs. 

Aldiougb theemplttsu on increasng sharehoklers' eqiucr 
is a move in the right direction, these rc&rRis will not solve 
the fundamental pmblemsofaccuratc ride measurement and 
maioicnancc of adequate capital The measure of sharcbokF 
en' equity employtd by Basd is an accounting meaarrr that 
incTTi^ lags iu trtR ccorMnic value, thus avx^t^ timely 
recognition ^loss. The ability to avoid timely recognkkw of 
loBCKOurages banb to understate risk, since they will not be 
forced (0 nise dilutiK equity hi the wake of loisei. And after 
Hnrecogoued losses occur, banks' incentives for risk manage* 
mem can becotM even more distorted, dnee the tempaiion 
m 'gainbk kw resurreoioD'' can lead thinly c^Mtaiiaed batiks 
to increase (heir risk exposure 

Why does the Basel approach to capital requireoenu 
produce errors and lags to the recognition of los^ The 
measure of shareholders' equity concimies to rely oo accouiR- 


ing principles that, whde (hey vary from couortY to country, 
combine book values and "foir valuer" when measuring 
capital cotapliaoce.* Tbit approach inevitaUy deUyr the 
recognitioQ of losses and permits banks and supcrvisois^ 
both of whom may pacerve beoefiis from postponing ihe 
recognition of lost— to conceal losses in a number of ways.* 
Banlwscsn be very creative in their uk of complex trans* 
actiou to disguise losses. Supervisors face challenges 
in det^ung and preventing manipulation of book vahses 
through gains uading—for example, the common practice 
of recognizing capital gains on positioru (hat are held at 
book value while deferring the rrcogniiiofl of losses. The 
bankruptcy of Lehman Btothco rev^ another device to 
aaggerate capital adequacy measures^the so'calkd Repo 
105 or 106 rransactioos. which disguised repos (a coUateral- 
ixed borrowing) as a tmiovai of assets and thus a icduaion 
in the size of the halana sheet.** 

The a^y of firms m densing stniegio for r^Utory 
and accxwnting arbitrage makes R unlikely that supervisors 
will ever be able to keep up. Effective rcguiarion is a comm- 
ual comest between those who are being regulated and their 
generally less well-paid and less wdl'Uiformcd sopervbocs. 
Even when r^bem attempt to ckuc a loophole, regubtees 
umally find another in only a matter of weeks. 

Supervtson not only an be aught unaware of losses, 
they may il» ptefor not to tecogniu them for regubiory 
purposes. "Fotbeaiance*— especially the ever-gnreniiig of 
loans (0 borrowers who would otherwise be ddinquent, 
just enough to keep them current on their debt service 
paymemv-^fetnains a coostant challenge fiw supervisors, who 
often find iltemselva under subsantial politi^ pressure to 
deby bank Ion tecogDuiofL 

We emphasize that d^yed recognition b not only a 
ttchnical challenge. Supervnon are st^fcct to subnantial 
polthol pressure, and thru prcssuie often leads them to prefet 
to fisrhear and "pby for time" rather than enforce apha) 
adequacy tequiremenu. The purposeful delays by (he Ui. 
authoraies in the i980s, and by the Japanese and Mexian 
aiRhoriues in the 1990s, are pm the mtm vnibic examples 
of a widespread phenomenon that has been documented 
time and time ^io. Supervisors also may lack inonuves to 
enforce the spirit of ptudennal rules because they an likdy 
(0 be challenged in pudidai or administrative proceedings or 
legtdarivc bearings for any acriori that forces an instmaion to 
recognice loses, espeenliy when there is some hope that losses 
will be reversed in dmc Moreover, in some countries, super- 
vixn have beers held penonaliy Pdde and subject to criminal 
penalty for aich supervisory errtn. That 1^1 Babilky is often 
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uted to thicaim raperviian ifaimc nkiitg ^gooiive 
IHe touli of dtae mevoreBMOt utd htccotWe ;Koblenu is 
dut si^rvKory saioo is oTtea dekved unti) lones becooe 
indu{miable iasnd of wba (hey aaually occu. 

Gvsn tbess iflihnnsnon ud tncenave pigUems that fve 
iUpervhon. that u lk(k reason to hire eonfidetKC to aew 
supenrnory pcmm to Imitg abou dody rtcngnidoa of loa 
br cuotplc, Britain's Ftnandal Stfvkzs Audio^, iMiich was 
widely regarded atoAeoTtiK nxm effeorre. fbrward>loddsg 
aipervuory authorities in the world, provided lo easily 
egregtour enmple with regard (o its omsgght oFNortbem 
Rock. Just weeks before the bank ooibpsed, snporison 
autbortzed it (o adopt the advanced iiuenal mcasureccms 
approach to risk weij^ir^ ha inoc^go, which reduced tts 
required capital 50% and porairted tint aroouat to be 
paid out ID iharehoUen. 

Acccundrig IcK reeognikn bgs were subsnnaal dun^ 
lecettt crirk Rxcxanpl^ DamU [Xiffie tioea ihat^Gtibank. 
a SIFI that did receive a agniScam govcrameni biilaai Jud a 
Tier I capita] ratio that never 1^ bdow 7% durif^ dw Goune 
of the finaodai criah and waa ] 1.8% at tou^y ia weakest 
motneiKia Decembet 2008, vdien tbe stodc-narko capltalio- 
Don of Qtibaab hokiiflg oenpanY B n around $20 bi^ 
or abooi !% ofits nxai aaoonnng ttsea.*'* .Moreovex; swe 
have seen, the thin layer of qui^ c^iial roamtained by most 
BniocttI (BtdtunoasQrtbcoverwhdRxdbysuddenlofiedu) 
occur in a reiot, etpedaliy iTthey Rqx>od byreliing illiquid 
aacu into thin rmti»a 

*Ihe IMF has shown that all of the bankrthar required 
bailouts in the crins rqsorted lu^'than*awngt levels of 
capita] li) the last period before the intervemiofi.*^ MoKover, 
the rtceac cruts aiade clear that all three cotnposencs of the 
regulatory capiol adequacy redo are fundaineatally Rawed: 
one, the measare of capkai in ike numeraror did not reRea 
an ituriruckw's abilitT id afasotb loss wkbout gmng ihiou^ 
scuiu kirid of rcsoluuoa process two. the risk adpiflmnt 
assets in the denorniaaior did not rcSect soare of the mod 
important risb ihat banks &ccd; and three, the tniaimom 
acceptable level of crural so reported ws noch too bw. 

The ease with w^ich banks, especially SIFIs, can evade 
capital r^ularion and engage in regukory arbiuige sugpso 
a need for creant^ some farm of reliabie. irKendve-bised 
regulattoii that makes maximum ure of available inlbrma* 
tion (induding market'baacd infoitnanoa) to force them 
CO recogniie and replace lost apiul aod to measure and 
cormd their ridu more effeaively. the current approach of 
undentariflg risk vznnrr, dhgutsir^ los tt pat, and reeking 
to avoid diluove quuy Issuci when they are needed most 
leaves SIFU whh few oprions if that risky gattdde does not 
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piy off— apart from an appeal foe a bailout accompanied by 
the hnplicx threat thre th^ demise wiU c»iK cfaaoi If they 
do nor receive a badour. 

Of couise, oae could argue that making foittal book 
equity capita] requiretDcnu much h^her would lohe some of 
the incemrve pr^ilenis uot distort tuk neasuroRcot and nik 
ntanagetDcm.even withou] providing effooive inceniivsibf 
the titnelT tepbceneiit of captaL Recently, ceveial ocadanic 
proposals for reftvm have called for signiRcaitt inocaset In 
bank equity requirenteon. dearly, ifbanb maimaiaed, ray, 
50% of cheir fnandng in the form uf book cquey, dicn bank 
nockheddets, rather than aapiyers, vrould almocc certainly 
pay the liiR eost of any underreared rifiu gone wrong, But 
would that appttxKh erKOurage proper risk management by 
banks? a produce banl^syiCBn outcomes coosireent 
wkh tbe public interest? 

We do not think so. Fiis, a draconian locteaK In equity 
requiremenu would raiie the costs of finaaa for banks. That 
Increare in cost would mniiaie into a contnetsoa aTbaaking 
acrivky— most importancly. bank lending. A recent paper 
atguei that more cqohy ^arxe might not substamiaJly 
Inaease me fondii^ cost ofbanlo.^* We do DO( agret Equity 
It costlier to caise t^ debt for fondaroeniai reasons asnei 
aied wd) bodi raformauoQ aod manageriai agency problems 

With respea to informaikin problems, a seminal paper 
by Stewart Myers ud Nicholas Majkif (1984) showed that 
(here can be large "adverse seJection* costs associated with 
rai^ externa! equiry dm result horn iitfornutioo ‘asymmr • 
rds'*— dw ht the powbtfity of signifoant difierencer berween 
maoaganenr's and other insidcTs' views of a company's fontit 
earnings prospects, and what outside investors, and hence the 
maika. are ^ie to know. ^ Sudi adverse seketion coso ate 
reflecied, lim and foremost, in the signtiscini mganve avenge 
market reaakms to the announcemcni ofequt^ oRcringt. 

Such cosu are abo reReaed m dre much higher undet- 
writing costs paid by compania to isroe equity rather than 
debt. These underwtvmg cosu rcRea the arrempu by tssuerr 
to overcome asymmerric mformadoo problems during "road 
shows* in which their imretnnenr bankers meet with insti* 
tutionai mvcsmn to explain the isMers’ roodves for raidng 
capirel and anempe to allay any coscecni they may have 
about the proqrects of the issuec.^ And consmem whh this 
argumeor about rhe high toformadoncofu of equiry* studies 
of bank 'cafnal crunches" provide dear evideiKe tiw diocks 
to bank equity csphal have large concnctiomry e&as oo the 
supply of lending— preuirnably because k is rnote otffiy ro 
tep^ lost equity than to reduce loons.'^ 

To be sure, the nqativc ngiuling effiros assocbicd with 
equity oRerings wil rend to be miiigaied if qohy offerings 
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C umpania with unused debt apsciryand pro6t;d>le 
uses for more apital but wh(»c minagm bdicve 
ibeU (hares art uodervalued mil generally issue debt 
rather than equity to avoid dibting the value of exisi- 
Ir^ stockholders' claims. Convers^, compantes «d»se 
managcn think their companies are overvabed may be 
tempted to issue equity, even If they have no current 
profitable uses for (he caphal. But sophisticated inves- 
tors understand these a)onvcs,aswel! as the tendency of 
Rianagen (especially in mature industries to waste excess 


capita) on low^rn iincsaneots. And such investon are 
acrardin^ skeptical abota announcemeots of pUru to 
raise out^ equity, especially when cornpanies have no 
clearly profitaUe uses for the caphaL Recogniaing their 
own iaforaiarional disadvantage and managers' incen- 
tives to issue overpriced securities (or at least ro avoid 
issuing uodeivabed ones), investon usually respond to 
announcemenu of new equity offerings by dgnifianrly 
redudng the value of the tkam .” 


aremaiKlmlbyiugulaioryactiomruberthaDchoiesvobtv- 
tartly. But rise costs asMKUced mih such will 

not be dimioaced bya r^ktory mandate. Firs, even if all 
banb went to the equity market at the same rime to oise 
equity, baob whose mutagen bow they are in better condi- 
tion will have an incentive to spend more on uoderwririr^ 
ro ensure that irrvoton icccivc audible mfocmariot) of dieir 
superwr condttwD. Ihosc ecpctidmttes contribute to the cons 
ofequiq'capi(drequire(nents.Second.the(cwill{rillbe£fier- 
cDces among binb in (he esnest to which they cboo« » raise 
equity; which oiggesc that there will still be material s^naling 
costs associated with announcing equity offering For eiampk 
some banks-pamodariy those wkK b^-quality ridqr assets 
whose value mi^c be very hard to rrvd to outriders— may 
wdl deckle to avoid equity offenogs and meei tbdr higher 
equity ratios by seOii^ some of (heir less opaque aaets irtstead. 
Ftf both of those reamns, higher equiiy apiial requiremeno 
wiH not eliminate the informatkm (Xiao and attendant adverse 
sdeoion ritb that make apiity oBdingi costly. 

In addition to the Uiformaison costs associated with 
raising equi^. very high equity rarios are likely to have 
undcsinble ^eas on managerial dfickney— efifects tbi 
arc well uodosiood by investors, and almost cerably part 
of (he explanation for ihcit negative reacrion to such offerings 
under many drcutnstanccs. Although a modetaie increase in 
cquky requitemeftis can encourage better risk managemem 
by bankets, a dramatic inoease could have ibe opporiie elfixt. 
h Anil Kariiy^ Raghuram Ra|ao. and jereonr &eio argued 
in a 2008 papa, requiring banb to hold too much equity ii 
riirdy to aaie rignificam agency problems by insulator bink 
managers from market pressures and bluntii^ the urgency of 
(heir push for efRoenciei.'^ 
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Whet ha the tu bencihs of debt— stemmit^ from the 
dedoatbiriry of tnieren in corporate taxation— should be 
included whu measuring cb rdative/wrg-rwi costs of equiiy 
firunce has been hotly debated.** But even if tax savings 
matta only from a tnnsiiioml perspective, banb (hat were 
pamhied to raiK captttl in part through CoGw** would 
almost certainly choose to issue uphal fista— and thus 
restria lean growth less— during (be tranrirlon to higha 
capital. And given the dcrirbilky of improving access to 
cr^ as one ^the means of promoting economic ttcovoy, 
tranatiooal issues are for from trivial. 

All of this is not to say that we oppose a rignifscant 
increase in capital requirements. We bdieve that a signlfi- 
caiB increase is necessary. At the same time, howeva, we ate 
convinced that there are negative — not just diminiihing— 
social rcturro to adrieviog a higha amouffi of capital soldy by 
raisiog equity capital rcqtDfemoxs beyond a cotain point. In 
our view, raising equity lequiremeots on SlFb to 93% of risk* 
weiglued assea utida the new Basel 111 requisemrats maka 
seme, and we could abo see fogidmatc argumenu for raising 
capiul tequirements even hi^. But a draconian inaease in 
equity ci^ requiremeno would not be desirable bcausc 

the of defouh ai SIFIi can be reduced in less costly ways. 
Ntoteova, wc emphasize that the inodcrate increase in (he 
required coital ratio undo Basd I i I wou Id AM alone be suffi- 
cient to allay all concerns about the adequacy of capital to 
cova potential losses on assets, much less enou^ to ensure 
the adequacy of capital afoer a i^ificani too 1hit becoma 
especially cleir wlwn one iccognizcs the ability of financial 
fimhutioos to arga a higha level of risk that would more 
than compenate for any moderate rise In capita) requiie- 
ments. 
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FimbertDofc, ii b hard for rtguluon to dctennioe the 
approprisic amouor of afdtai ^ a bank, i task thar it 
complicated by the reality that that amouiu ckaaget over 
time with changes in nab. A ^ven amoum of equity, even 
if appropriate today, may sot be the li^ amount tomorrow. 
BecauseapeoperlydesfnedCoCorcquireinenrcteitesinceit- 
livet (Iv banks to iaoe equity to maintain the right araoum of 
capital— that b. equity plus CoGi*— rdairvc to risk. CoCos 
encourage not only timely replacement oTIoft opiul and 
better management of rUk, but alto decisions ao tespood to 
increased titk with higher equity. 

The limltatioiu of equity capital requiremenu as a 
prudentbl device that we have jun klenriBed— probkms 
of measorit^ and enforcing bode capital requhrments, the 
asymmetric information costs and managemi cdktency 
problems of excessive reliance on equity tequiremems, the 
nunHestation of thtue costs in inadequate ci^k supply, the 
social costs of potenHally inadequate capkal and the need 
to respond to losses and inaeascs in risk through timdy 
inaeascs in capital— all of these constdetaiiom motivate out 
prapoai for a coottngent capital requirement. Our proposed 
contingent apirtl requiremem reulnt debt finance as the 
dominant form of hank finance Most in^ortaml)s it ensures 
that imn^genKot would ^ smog incentives m mam^ 
risk, set apital appropriately, and replace any s^ificani 
lou of equity capital with new equity capital otferings on a 
timely basis- 

Ihe case for CoCos over equity rcquiicmcnu alone an 
also be justified in termi of polkkal comomy and fair imat- 
ment of bank thiteholdcrs, Banb that currently benefit 
from tbc safety net will undoubtedly lesin any increase in 
capital requitemeou because, thanb to implicK and explicit 
govetnmou protect km of ibdr lubilities, they already bencfii 
from the lower borrowing cuts they would otherwise oqtect 
to gain by raisit^ more equity. When faced with a dmict 
between issuing CoCosorequity. however, bankers should 
prtfa CoCos. CoCos permit baob to contioue ID nub UK 
of (he ux shield provided by the difierenr ireatmeni of inter' 
en and dividends in the tax codes of most countries.^ But 
most tmponant. the issuance of CoCos need not teiuk n tbc 
lignifiam kusof value to bank iharebolden that a tnandaic 
to issue new equky aimon ceruinly vrould Inilict on them. 

Design Choices of the Various CoCo Proposals 
The csscnrul idea of a CoCo kai been widdy discussed for a 
number of yean by a number of banking and finance schd- 
ars. Despite numerous difereoces in deugn and spedfic 
intent, vinualJy all vetaons of CoCos bm the common 


goal of establishiog a contractual sttucrure tbt inaeascs 
bank capital in advene states of the world. That can occur 
either diicaly through coomaual amvtrribility or indirmly 
through incentives to raise new equity capital vdunrarily. 
Recapkaluation restores the hank to a viable position of caps* 
ai adequacy and thereby avoids regubtory resolution. 

The aisting propoiaU can be ^rxterned jcontding to 
how they differ with regard to three erkia! features: 0) the 
inwunr of CoCos required to be issiied as a percentage of the 
total book value of assets: (2) lb (rigger for convernon from 
bonds (0 equity; and (3) tb convenkm rate, or tb amouni 
of equity to b tsued in exchange fer CoCos when converted, 
lb differences among propoals with tnpect to rhese ibree 
key desagn features (which are laid out in detail in tb Appen- 
dix) reflect differences in tb weigho that tb various CoCo 
proposals attach to tb Ibllawing three objeaives: 

1. providing a contingent cushion of common equity 
that resttlu from tb convenkm of defat wbn tb CoC) is 
triggered, which we bbl cb ‘baiUn* objective; 

1 providing a creddde signal of default risk in tb form 
of lb observed yield spread on convertible debt prior to any 
cooversion, which we all tb ‘stgoaling” objective; and 

3- providing strong incentives fer tb voluntary, preemp- 
tive, and limely issuaixe of equity (or rights offidngs) as a 
means of avoiding hi^ly dilutive CoCo converskm, which 
we oil lb ‘tiinely cquity-ssnance* objecrive. 

Tb particulars of the design chancterisuci of our 
propttil reffeo our view that tb primary objective of a CoCb 
dioald b tb timely isoance of equity objective. Our recom- 
mendaiioturqardingcb amount, ebtr^ger, and converskm 
lerms of CoCos all reffeci our view that ib cemrai objec- 
Dve served by requiring CoCos should b to encourage tb 
prompt volunta^ issuance of equity in respooK to signifiani 
losses of equity by a SfFI. Ruha than fecusing on fecithai* 
ing a more orderly Hquidanm of assets, as advocates of tb 
ball*ifl objeatve propoK, or on creating a convertible debt 
irmrument that would credibly suffer subiantial default 
risk via omvenkm and lo provide useful, forward-looking 
prices embeddiog tb perceived ptssability of default, our 
proposal aims pnmanly to provide tmdtuiiofts with a strong 
incentive to strengthen nsk management and take remedial 
ineasuro to raise equity sun!/ they fece a substajittal 
risk of Insolvency. 

^ pointed out in a study by D'Soua and when (20(13), 
tb incentive to issue equity preemptively will b strong pvvn 
lb fbffowmg three omditioos: ( I ) tb SMUflt of CoCkif to b 
convened is large rclanve to lb book value of equity; (2) die 
tr^ger b CTcdUy and observably based on markn pnra and 
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(0 a high ratio oTequi^ to SKQ (aod dw convcnioo 
would take phce wdl before serioos concenu about huol- 
veoqrtrtse):aa(l( 3 }thecoamiioo ratio bdiludve of cxising 
common sbaiehoUen. creatir^ a ‘sword of Damocles' that 
raakq the proyoi ht dibckw from Bating pre ein^ 
appear dc^ble b)r compviioft,’^ linder these coodhiotu, a 
SIR capetkneing slgAHicani loss aitd ipptoadting the point 
at tidikfa dfludw convasion be triggered wcHild cboQR 

to tuue iignihcarK o)ttny, pocabljr combined wtdt ssci saie, 
which woald ooe the ttn^ value of lo ouotaiKiii^ quny 
rebthre to asseo. thereby flvoidmg the cooveriioo uiggeT. 

To be effective for rhti purpo^i dK required itDaim of 
CoCcK mustbeaagnihcaot perecnugeoftonlbinkajacotQ 
make the thrac of dtkmon himi convetston a serwus cot^ 
iiK bank maoagen and siurehcHdett And the dibrive oDovcF- 
ska rate, io cambimdon wid: the size of the CoCtu being 
convened, mtut rauk m more dlbtion of commoo stock- 
holdm than the alternative preemptive stock ofTcririg. By a 
‘dSiidvc'' CoCo CQOversbn, we mean a cottvcrsion that will 
leave the bwlm of CoCos with at lean u rmteh vahie in new 
equity as the pnndpal of (be bonds they lurreodo. 

The study by D'Souu and othea emphatucs ihit CoCos 
debited to twile in lubtrantUl dilution upon coavenion 
nor only encourage banka m voluMBrily raise precti^nve 
equky capid m av^ CoCo eoQvetsioa bur abo lave atKxker 
poaiol advanrage atdebt insmtments.Tbe nittng itioen' 
lives theypRmdenartagnaeot to av^ coBven»ftaielikdy 
10 make CoCoe trade nwre like (txed-inawnc itoirements 
rhao ordinary convertibles. Asa resuk, CoCos are likely to 
have greater appeal to iosticutiooal iitvestorv^ nho tend to 
prefix tow-risk debt irumuMoa** la the colorful words of 
Ihocuf Huertas, *To the common sharcholdct, oomtngeat 
capial holds out the prospea of death by dibdoa. and it can 
be z&ikdpasd tiut shoieittiders wouU cask loarugeoKM ^ 
uodmakE the necessary measures to aw^ such dibtkm.'*” 

Ghco the strong itsoMhes embedty in our vemoo of 
CoCos to pruoace timdy ctpiiiy ofierings, wc believe *Jui 
onr CoCos wtuldalrnosi never conven into eipirty Andasi 
cwMqucAcci they are Ibely to play little if aiqr rt^ io eicher 
"bill-in^ or in signaling CoCo bolden' losses, which should 
be expecred to be nearly too. Of course, If a bonk expenenced 
a sudden jivd omipbe km of market confidence bay, as the 
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resub of Kcountif^ hand a la Enron 01 VbridCom). then the 
SIR would probably be uosUcto avoid convetskw ditougha 
preempdveequkyoihrfing. Although we value the ability of 
CoCos to ab^ ioiMs under such drcumirences. our main 
interai is a creating very strong incentives for manners to 
tike concctive xdoo while diey still have multiple options 
for doing JO. 

Not only would the correctve action of a preemptive 
siod haie or asset sale pmem high ratios oTcquiiy to assets 
(A the vuke of slgnihcani shocks, bur the knovdedge of the 
eostence of CoCos and the antidpadoo of the pMsibility of 
&dng d&ime CoCo convoskn would create ttrong iiKert- 
tWts br maoagcncot to mainnin high ratios of capital, 
accurate measures of risk, aivd eBteuve controls on risk at 
SIFls. CoCo coovcfsios woild be a CEO i ntghnnair ooi 
only would existing stockboldm dibied by cb conversion 
be calling fot bis bod, but be would also Ike an onslaught 
of sophisocaced new block headers of !iDck--tbe inx^ 
iovouBSwlMfiimneily were CoCo hoidm--who would sbo 
likely be eager ro sack senior reaoagemcnt br its demon- 
strated iocompeieDce. 

Tk Iketature on CoOk has becorne vast in a shoti period 
of dme, with DUinenms siukes high lighting the potcatni value 
of reqwrtng some brm of cootiogeiit equity capital Inbiioo 
br banks thraugb cooverelon of existing de^, insufatKe 
coruractv or tigbo oBcnng as bu^ against km.^ The Dodd- 
Frank Aa has mandated that (he Fc^ Rcrerve study the 
scope for use of soou rmiinuun amount of comit^t capttzl 
a part of i^datoiy capial requrenreoa^ And i siaraBef.i 
released by the Ba^ Coounntee (2011) sea out nandards 
ihai CoC« mun meet (0 qitolif)' at tkr I or tkr 2 eapitxL The 
Swia have ^tecHied a requirement br CoCos. In addlnon, 
the European Commission m 201 1* pet^rosed soadirds br 
debt ‘buil'inr* dretaredesi^oitoav^theuKofaxpayer 
iuikdsbyretpimnginandat^ainvasioi^ ofdebiro equity. 
And sevoa) banks hare b^ua issuing one or another versioo 
of them. Thus p vp i ifi"g a mlnhmitn amount of subordinated 
debt insmunenn dot convert auiotaaucally Into to 
adretse sutes of (he world prior to reaching the regulator)’ 
baoirenqr interreaaori poim has beat esubaed by ounretmis 
emulators u 3 credible moos of prornotiflg rnaritei disciplint 

Id the put. ftnaacial ecooomtsti and legulaiors have 
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assunwd (hji at least WOK laasuit dadpliK 

be achieved by having banks issue tcadmonal subocdinaced 
(or sub) debt that does not convenittto equity.^ ButCoCos 
are sopcrior (0 straight sub debt as a fixn of fcquiitd capital 
from several pet^iectivet Fust, by malui^ subordinated 
debt convert iiKo equity /wr re bank insolvency, CoGtf 
ehoimate the necessity of a politically charged deddon about 
whether u impoae losses on debt holdcn a^ uiierveRnor>~ 
something most regubcon were rdocont to do it the reccm 
atsis. Since CoCos will have already converted urtn equity, 
they Will share in any losses su/Tered by equ'itr holden, and 
to (be isw of inqwdng loss u remosvd from conadetackn. 
GiCoi. unlike unighi suboediroied debt, tnli oArr greater 
credible protectioo ^ deposits against loss in adverse times. 

Second, because CoOm would cted^ remain in ibe 
bank and uilfer losses in insolvency states, the prices of 
CoCos will accurately relleci rhdi (rue risks. Given (he 
widespread practice of bailtr^ oat wbordinated debt during 
the crisis, si^ debt an no loriger serve this function. 

Ihird. in the event that convenion is triggered. CoCos 
provide a better buffer against lose to depoiion. counter* 
panies, and senior debtots than subordinated debt because 
CoCos cease to accrue intercnonce they convert and there* 
fore reduce liquidity piestures on the bank to some oieat 

h)urth, and most importantly, ifproperly structured (as 
duciused above). CoCos will give incenthes to boards and 
senior marugers to replenish any rigniiicatK losses of equity 
on a dmdy b«su and alio to strengthen coctrob over risk and 
coqmruegoventance. 

Of course. If an institution waits too long, or open* 
ences a sudden. dntrnaticloB of market confidence (as in the 
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Enroo coriapsc), n may find that equity markets are closed 
to it or that tt can leU assets only at distressed prices. Ibat if 
why SlHs are iikdy to bunch new sums or sell isseu long 
befim they qiproach (he CoCo conversion point, partkih 
lady if the CoCo trigger is set h%h enou^ so that this point 
is reached long before insolvency (when it nay be too late lo 
iene new shaits).* 


Setting an Appropriate Trigger and Related Issues 
An appropriate trigger must be accurate, rimcly, and compre* 
hensrve in ks vakutioo of tbe issuing firtu'* What's mote, it 
ihould be defined so that k can be implemented in a prtdia* 
able way so that (^oCo holden can price the rub inherent in 
tk iiismunem at the tinu of b oficrii^ The latter pdot has 
beenempKashedbyone raring agency that refused to nte a 
CoCo in which tbe convmioa a comiogenr upon the ded* 
Bonofatepiiatororofbank management.^ 

Some propoiaU for contingent capinl assume rhat the 
book values of the institution's equhy rebrive to m aucu 
would be the approprate conversion ir^ger for CloCos.*^ But 
as an accounting corveept, book value is subsea to manipub* 
tioQ and is inevitably a l^^ng indicatof of detcrioratloo of 
a bank's babnee theec.^ And the problem with using book 
vaW as tk trigger to not just one c^mtiiagerial dishonesty.*' 
As ire saw earlier, regubtoo and supervisors have cooststemly 
shown a marked reluctance to opine n^arively about SIFb 
in a way that will become pobKc. Such fkbarance leads to 
ptouacted debys in rccognoing problems. Tltiu. a principal 
rationale for reqaiting the issuance of CoCos U to reinforce 
ofikb) nipervbion wkh market disopliiK. 

What market'based measures could k employed as tk 
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triggei^ The nro obvioui caadKatei *n credit de^ swtp 
(CDS) spread* and stock prkc movtnecis, CDS naikRi 
teen losdentable (or thepurpote of dohnagtr^geaibt mo 
reuoiu. Rm, the madtAt an idative()r shil^ ami thos nttf 
be more siuceptdde m maiupulatioa. Secood. die prictn| of 
risk U nm constam over tiinc ao obaoved spread at one p(^ 
in the butineis cyde under one set of ma rlu coodinoiu can 
be indicattve of a bi^ level of rldt than the same spread 
observed at another time under a different set of business 
conditions.^ 

Efiiry vakses, if used properly, would provide the best 
MKUcc of information for designing a Indeed, some 
ofthebest'known cases of large-firm fiiilura that iurpr»ed 
ratlfig ageodes and reguUnm were signiled wdl in advance 
by levfte 4mi pmiant dttliim i« the 4Qngtti fiurku tmhta 
^thart^uof. For example, KM Vs radop of WorldCon’s 
attd Enron's debts were reiarivety successful in predkdng 
tlielrdefiuilu. Ibc reason lor KMV's succesi was that thdr 
model » based on the Black-Scboles approach to meara^ 
ing de^ls risk as a ftmciioQ of two masbt-biacd nnddo: 
Imnge ^s measured usiitg market valued and asset risk 
(which is also derived from the vnlaiilhy of stock returas}. 
Sitnilarty, marker value Infocmarion about Lehman Bnirhm 
provided an early warning of ks pcobletm. One srudy, after 
evaluadng the compare s asseo and tiabititjes on a market 
value ba^ coocht^ that the subatannal and protraoed 
dediae in Lehman'i sbaie price rendercc h inioSrent on 
sevoal ocasioM during July and August 200fi.^ If Lehman 
had been required to issue CeCos with a titgger bated on 
its markn vahie of equity, this deduK in lehmaa's market 
value would hive produred corrvemon of debt into equity 
long befisre insdveocy. 

As wc have noted, the exksoce oft praperly dedgned 
CoCo requirement wouid also provide all finandai firms 
with strong incentives to vokintanly raise equity capial in 
large amounu before birring the CoCo tri^. bdiouo 
postpoiKd a ^ficant issuaooe d equity cajj^l during the 
summer of 2008, in the ht^ (hat hs share price would rise. 
If it hid faced the prospect of CoCo conversion, sc would 
alinon certstniy hive issuxi new qohy to avoid a tnudi more 
diktrive cottverson of CoCos. Provided theCoCos have fue 
value that is a Nbstantial proportitm of the fiice value of 
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equity, and ihai the convemon it triggered well above the 
pouu of insolvency— uod at a rate that is at least tufiicient to 
maimaia rise ^ value of the CoCoi in cenns of the maike: 
value of new equity— -(he vokuitary isnance of equity above 
tbe trigger point is kltdy 10 be more favorable to shareholders 
than the coovenioa ofCoCos, even under excreateassutiip- 
tiOQS about the potenrial decline in share prices in reaction 
to (heannouncemenr of an cqoky offoiog.^ Bank managen 
who seek m osniaiae the value c^dureholden’ dahlia 
firm ahvays have a strong incentive to prevenc (he triggcni^ 
of rile cofWcrsoQ of CoCot by stfcr^thcnii^ the governance 
ofridi ind. ifnettriary. pre emp t iv ely bsait^ equity into the 
oatket m mtling assets, it C»G 

nniKTjifn h lafiatnify U/p. Even managen not intenr on 
iruxiniiring shareholder value perw will want to avoid the 
potcfuhl coiptnte govenuAce consequences of a massive 
CoCo convetrion, w^ would almost cemioly produce a 
skaiehtdder revoh rim b led by preerining sluiclxdden who 
been diluted and joined fiicrtn hslden of CoCm 
have become inadveneni sbarebolders. That m^hi improve 
tk market for corpotate control, which k virtaiUy dortnam 
for moB highly regolaai insrinxions. 

Of course, ih^ u caue ibr concen) that stock market 
prkes may be unreliable mcasum of frue value Oeebaing 
equity values are tcTtable only as rat^ measures of a filFl's 
hakh If the decfma are luficieady luge and posistcoi—arid 
even in luch oscs, stock prkc declines offer only a rough 
indkatton of rhe actual otcnc of the deterimarion of the 
fitm'i Snaodal heihh. 

Fortunateiy. riur indkatioD k good cnou^ (0 serve as an 
eScenve > tigget for CoCoa. And rhe aim of smooehii^ 

Ruruarions in share prica and lodudng the nobe in market 
v^kre sipnb, vre suggmt uung a 90-diqr tuovisig arerage of ihe 
raiM of the market vahteofequkytothesumofthenutket 
value of equity sod the face value of debt. Wc refo to ihk 
ratio as the quia- maricetwakse^ifequicy rano, or QMVER.^ 
Betides timiung the edwu of share price Ructuatsoni and 
noise, (he use of tudi a r%io would also make k more dlBi* 
cult fix spralaaori to brec a CoCo convenioo ehrough a 
mrdloared bear run w a bank's stock.^ (See Figare 1 Ibe 
an llkumrion of (he smoothing effect of the 90-d^ movin| 
average on the QMVER of O^roup and JPMnrgan Chaie 
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Figure I T)ie Smoothing Stoct of i Ninetir-1^ Moving Avongo on (he Quasi4lirket-ValueK)f-Equity Ritio, 
Aprit2006-AprTl 2010 
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ScaKOttPOtUttR 

during the period April 2006-April 20i0J 

WouM a (riggo based on the QM VER be daiiiUe (used 
00 the criterb <£ predktabiluy. timeiioett, comprehensive* 
oess. and accuracy Qearly. it b a comprehensive measure of 
lirm value. (In laci, the market canalization of a bank would 
be viewed by most economists as chr reliabte comprehen- 
sive measure of vahie^-one that iodudes, in prindple, tbe 
value of fallible and intai^le assets as well as off-babnee 
sheet positions.) 

Beause tbe market values of tbe shares of SIFIt art 
corutnuously observable to broad, deep, reslteni second- 
ary marketi— markets that contioued m trade aanrly even 
during the depth of the hoaneb) criss (when many other 
markets ceased to fiioctioQ)— a trigger based on equity valua- 
tion will be timely. Ihere ban obvious irade-o/T between tbe 
greats tiinclioess of a short moving averse period and the 
greater rdbbility of riic rigoal from a kmger rime period 
W< suggest 90 days for the movir^ avaage based on the 
apcricncc (tom tbe recent crisik which suggesu to us that 
90 days oilers plenty of time for pdicynukers to record to 
low^tequency diiniptions— such as (he August 2007 run on 
asscT-hacked commerdai paper— and abo plenty of rime (or 
banks to respond to declines to equity value by rairing new 
equity in the market. 

With respect to the lairer pewt, we note that between 
September 2007 and September 2008, some 5450 biilioo 
in capita] was raised by finandal institutions. A typical 
road show fot a (ully marketed seasoned equity offering b 

W JounialdappiieO Corporate Raanet- Mum 25 NuwM 


measured In weeks. Although many seasoned equity offer- 
'll^ nowadays are executed on an expedited basis, especully 
by firms, k b probably leasonable to assume that the 
due diligence required to bsue equity into the market durii^ 
a time of ictcre loss would require tbe offering to be fully 
imiketed with a somewhat protracted road show. Hence, we 
think that a 30-daY moving aver^ window (or the trigger 
may be a bk short tf the intern b to motivate share (Actings 
in the wake of equity value losses. 

A irig^ based on the QM VER would also make tbe 
valuation of CoCos more prdktable. We do not mean to 
imply, of course, that stock marker tetums are predictable 
but rather that markets are able to (btecast the time-varying 
volatility of those returns and thetefixe m make reasonable 
inferences about the probabillries o(' different potential stales, 
Including movements into the ne^iborhood of tbe trigger. 
That is usefu 1 for pricing CoG» and bank stock, since in the 
presence of a CoCo requirement the aniicipaied effects of 
dilution — both (roraCoCoconvefsioo and from preemptive 
equity ofleriogs to prevent GsG) coovcfsion— would hew 
into tbe pridi^ of both G)Cos and bank cquny. Ihc ability 
to model coevetsioo when it b based on observ^ functions 
of marker equity prices b a hi^ desirabfe feature of the 
QMVERtrigget 

Wdl the QM VER be a suffcieatly accurate measure of 
financial CMsdiiioo? Yes. so long as the demands placed on 
the measure are not exccssvc. Equity prices are not perfxtiy 
reliabte, and they are especially unrdiable in detecting small 
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valuation cbai^ over short periods of (irae. Ihey also nuf 
brsubjea to manipulation. For dtosc reasons, h ii useful to 
sacriHcc some decree of limelinen by relying on a moving 
average. But for the purpose of constructing a credible, 
predictable OMnprehensrvc, and cosotiably accurate measure 
d large nvingi in the marfcn value of a SI FI, the market value 
of the Arm ii ilie only real pocsbilky. So lor^ as the user dees 
not seek to achieve false ptedtkm. equity is reliable. 

For example, suppose a ingger were defined as Ibllowt: 
(be CoCo will convert From d^ to equity if and when the 
ratio of the market caphaliutiofl of the bank to the quasi- 
market value of the bank (alls to 4%.^ Assuming the bank 
started with a prudent ratio of market c^ CD the qoasi-mafket 
value of assets, a dedioe to this trigger poim would provide 
a reasonably accurate measure of a suRiined decline in the 
value of ilie lirm. &nce the share prka are 90-day moving 
avenges, no SIFI could reasonably argue that the decline in 
the value of ha equity was the product of marica manipula- 
tion or irrational shareholder behavnor. 

k thsc cause for corveem that CoCo holden cry m 

force convetnon throi^ a coordioaied bear nm oo a baok’i 
stock? We believe that the letqph of the movltig average, the 
liquidity of ihe equity market, and the ahillry of banka m 
issue equity in response to price declines (discussed further 
belowl would prevent nich a ttrat^ from yiektinga profit. 
Nevertbekss. as an added preaadoo ^;uim any poubflitT 
of maritcf manipulation, we Hugest limiting investmeno in 
CoCoi to qualiised nonbank iosdtudonal investon and reqwr- 
mg rbas any wch invotor be prohibited from simuitaneoudy 
holding a banks CoCo and shorting its cqoiq' position.*' 'Ihai 
prohibicion would not limit short selling in a bank's equity 
bur would prevent CoCo holders horn coordhtadr^ a short- 
selling srraiegy daigtsed to force CoCo convetsoo. 

Many polkymaken and academics have argued in &vot 
flfcydkaj variation in capital standards, which has also been 
embodied in rhe buffer component ofthc Basel III apptoach 
to capital ttqutremenis. lhai topic b beyood the scope of 
this dtapta but suffice it to say that by fixing the minimum 
proportion of CoCos tekrvem the qtast-maiker value of the 
firm I assets, our approach would provide strong incentives 
for firms to rauc capital during good times, when they an 
do u most cheaply. It would also encourage banb ID be more 
cautious about funding unsustaio^ lending booms wttb 
small aphal buffers, in that sense, CoCo requirements could 
aueomaiically help m achieve a key objective of cydka! varia- 
tion in capita) standards even wirbout varying actual a{^ 
requirements over the cyde. At the same time, we recogniie 
that rime-varyir^ capita) requiremenu for eqtsity and CoCos 


may be desitablc bcaose (hey would allow firms to reduce 
outstanding CoCoa somewhat io recessions, and n> mit^c 
tbccontiactioituycffxisofai^ requiremenu on lending. 
Bur such reductions should be allowed only if CoCo require- 
ments are raised to above-average levels durii^ expansion 
periods, otherwise the relaxation of ca|ml lequiremenrswill 
provide inadequate porecrion agains the risk of insolvency. 

Beuuse the trigger for CoG) conversion would occur 
while (he SIFI b still demonstrably soKent and beanie 
preemptive equity issues (before the trigger point) would 
resuh to further ioaeases in equity, the C^ requirement 
would arguably rnaketQsohtncy extremely unlilcdy. Never- 
riieless, beausc unusually severe shodu will occarionaliy 
happen, k b stiff important ID have available a prompt correc- 
tive action (FCA) regime as well as an effective system of 
fcidurion n go with h. And for the same reasons (hat a ratio 
of market value to the quast-assei value of the firm would 
serve as the best Trigger for CoCo conversion, it would abo 
serve as the best trigger (or PCA. If the CoCo conversion 
tngget occurred ar then the PCA trigger should nan if 
the finn breaches the 2% ratio again after the reapulrtaiion 
achieved by the CoCo convetdoo. 

But this raises another important pdicy quenion; If 
CoCos convert, how quickly should the firm have to reiaiie 
a new batch of CoCos? Under our proposal. CoCo conver- 
sion WDuld happen only for firms that experience i sudden 
and laitir^ loss of the confidence of the equity market. Such 
firms are likely to become distressed and ciucr into resolu- 
tion. But if they do not. they ihould be required to place 
new CoCos into the market within a reasonable period of 
time— say, within a year.*' 

ShouU CeCd corweriem be triggered by 
of capital or other macroeconomic ind icators instead of an 
individuai bank i loiiei' While indenoon of bank debts to 
lysunvwide nates of the wwld an be justified from a variety 
of pcr^ectivcs,** in order for CoCos to provide incentives 
for the appn^idaie managensenc of risk and capinl at each 
bank, there must be a link between the individusi bank s 
circumstances and the triggering of CoCo ooovertion. For 
that reason, qfitem^vide (risers— which are potentially 
useful for some purposes—are not useful for CoGs lequir^ 
mencs of the kind that we envirion. 

The Right Amount and Conversiofl Ratio 
for tfw CoCos 

Because the comparative efficacy of CoCos at an incentive 
devia depends crucially on their dilutive effects on equity 
holders, it la impmunt that CoCos be issued in sufficient 
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T m) issues of cooni^ecK by Rabobank 

U coopemi«c) aiwi (he oiha by Uoyds--bawe 
(0 be si|Qilkantly more expensive than subordinated 
debt. But h is tmporunt to note that thoK two issues 
prexm very different incentivet to the managers than 
thoK that would be provided by the CoCo« coatem- 
plated in our pmposal. (n the case of Rabobaitk, which 
is a inutuaL there are no shareholders to be diluted and 
the conversion terms are extremely unfavorable to the 
holders of CoCoi^an reduction In the value of 

ibdi cUiira upon convecMn. Ihe lioyds ksue of CoCoi 
wu part of an exchange in stressed drcunmances. More* 
over, (he issuance of the borxis doring the oisu probably 
increased (heir cost. 

A more interesting— and to ui more insrtuciive— 
experiment is the February 201 1 issue of CoCot by 
CiMli Suisse. This issue, which was made by a bank 
that fared comparatively well during the crhii, was 
' designed to buttress the new Basel III capia! require* 
rneno. Ahhough many ioidiutiorul invesmti (especially 
regulated insurers and bond mutual funds) that have 


quamiiy. espedally relative to the amtwm of equity captial 
required (stice relative dilutioo is key to ensufing preemptive 
o^Qgs of equity). For ihat reason, we suggest that, along- 
side a roi^ity 10% requirement for the ratio ofbook equity*^ 
retarivc to book assets, regulators require a dmiUr ntio of 
CoCoi rebiivc to book aswes. 

ToseehowsocharequireirMSM might have worked durii^ 
the recent emit, in which banks were required to hold a 
minimum of 2% common equity rdadve to risk-we^hted 
asms (both measured in book value remu), k seems plaunble 
to propose that the minimum required amount of CoCos 
consent with our proposal would have been tet at rou^ 
2% of (be quasi-mufcet value of the film s aaets.^ Under 
those assumptioof— employed fix illustntiixi only— we note 
(hata4% tr^ger would set olf a conversioo of CoCos equal 
to 2% of the quasi-matket value of the bank s asseis. Uat 
would imply a huge potential dilution of equky holdert To 


been the main buyers of hybrid apHal iattrufflcnts 
have warned that they cannot hold the bonds without 
changing their tnvesmeot mandata to allow them m 
hold equitydinbd debt. Credit Suisse reponed a laige 
number of inquiries fraro wealthy indhHduaU seeking 
higher yields as well as hedge funds and other asset 
managers hopir^ to exploit the "[xke anomalies inher* 
em in a nascent market.*^ Qeaiiy the tndidonal holden 
of hybrid capital— iimnunenu that the tax authorities 
are willing to treat as tax deductible but the regulatory 
luthorhies have been willing to count as capital for 
regulatory purposes— are reluctant to exchanp them 
(or CoCos because the regulators have shown by their , 
acnens during the recent crisis that they will protect 
hotders of hyb^ capital firora loss, preferring instead to 
thlft the losses to tupayers. When the $2 billion Crfdh 
Suisse issue was made, it proved to be an overwhelming 
success. The CoCm fatured a coupon of 7.B75% and 
would be converted if the common equity (in I ratio 
of Suisse fell below 7%. Crfdlt Suinc received 
orders exceedii^ 1 1 times the amount on offer. 


maximiie the incentive efiixu from the threat of diludoo 
upon conversion, all of the required CoCos should be 
converted when the ratb bits the ir^ger. 

Smilarly, m ensure incenthes lor preemptive equity oifn- 
ii^ the conversion rano should be set so that smckiwldcrs 
£ia s^ficanr dilution fnxn convetsion. Conversion should 
thus require the issuance of enough new shares pa lace value 
of CoCos that rhe post-dilution market value of the shares 
rccetved k grearer than the hot amount of the CoCos. 

To be more specific, and lu ensure ideqiute incentives 
fix tiffldy equity ofienngs while the bank still has aoeu to 
the equity market, we propoK the following combination 
of CoCo design features (which are nimmanied in Table 
1); Commcttsuraie with the ourent Basel Ul book equity 
requirement fix SIFls— vdsich envisions as much as a iS% 
tkr i equity lequirenxnc relative w risk-wdghted assets— we 
propose that the amount of CoGx be set at 10% of the book 
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Table I Suinmary of Key Features (i< Proposed C()Co Requirefflent 
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vebe of useu. To c&sure adequate diluuoa risk to share- 
holden, we propose that all CoCos convert upoQ bitting the 
trigger with a omversion ratio that is ^ dilutive of equity 
Iwldea meanit^ that the vabe of the Stares upon coRvmkm 
is 1.0$ times the face value ofthe bonds. And we suggest an 
8% (^VER n^ger fw CoCo conversion based on a 90-d7 
moving am^ 

Does Our CoCo Proposal Suffer from a 
“Multiple- Equilibria" Probtem? 

Some finance icholan have challenged wbedicrCoCos of the 
type that we propose are ieas3)le. In panicuiar, Suresh Sundar- 
esin and Zhenyu X(ibng~>barioaf^ SW— argue in 1 2010 
paper that GtCbf with marker vabe itiggen cm suffer from 
a "nMildple-equib'brtt problem* unless conversion is arefuUy 
detigned m avoid any dlbtiofl of preedaing holders of conmn 
srodc* In their model, thhtive CoG) coovertion leads to the 
ponbdky of OKA th» one potmin) tune path of stock prices 
for any ^ven time path of asies values. SW suggest that such 
multiple equilibria in dure prices could make it impossible 
ropriceCoCosandcouMabuMcopoteonallydestabiliz- 
tng bear runs on bank smdes. as small pcrturbaooos in market 
pneo n^t lead nuiket pajtkqams to svriich from a belief m 
otK equtUxtum to another. SW tbeielbR amcluik that Co^ 
dwuld not both be based on market equity ti^gen and comtn 
into cqiuty ai ratios that &vor CoCo hcddeiwim is. conver- 
sion nnos m which the Eue value of GtCoi b converted into 
more shares than the equivaient amount of equity, usii^ the 
opiity price at the date of oonmaon. 

Bm. as we demonstrate below, that conclutioo, udsen 
applied to our prtposed CoCo requirement, b incorreci. 
Neve r ih clcs s, as we also show, SVTs analysis (and example) 
can be used to motivate the ^ledfic detign feaimes of i proper 
CoCo lequitement. whkh we now provide.*' 
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Following SW. we assume a bank with the following 
asset and liafailny sinicture fin which all vahia are defined 
in ourket value); assets of SlOO: Knior bonds (ordeposiu) 
of $80; and CoCos of $10. There b also one share of equity 
whose initiai value b $10, and ibui the total market value of 
the bank's equity abo suru out at $10. In the absence of a 
CoCo, the bank's equity share would be valued ai $10. But 
as SW show, in the pretence of a CoCo with a marker value 
trigger and a dilutive convertion feature. $10 uonly one of 
I he possirle valua of the eqiuty share. 

The following example 'illusinfcs the problem identified 
by SW. We assume iKar the CoCo conversion tngger b set 
on a market value of equity of $% or less of assets, 
which in the SW cnmplc translates into a stock prke of 
S5 per share or lest. The conversion ratio b assumed to be 
dilutive of pteo'isting shareholders. Spectfically. we asuiroe 
that the $10 in CoCos converts imo three shares of stock if 
(he stock price is S$ (the ttigpr pric^. Such a coovenkm ratio 
b ’dilutive* because the value of the CoCos after coover- 
sim— at m^hly $15— would be greater than their fece value 
of $10. (Ano^lutiveamvasioo— one in whkh the value of 
the CoCos diiffi would be roughly the same after cooversioo 
as before K—would require a cociversirm ratio of CoCos into 
two shares ofequny when the equity prkebSS.) 

Under these drcumstaoces,5W show that there are two 
eqcolly pliutibfe expeiried outcomes (or ‘tatiottt! expe^^ 
cquilfotb*): one in which the stock price u $10 per share and 
no conversion takes place and another lo wbkh the stock 
price b $5 and conversion takes place. Both outcomes are 
'rational* U the tense that they are conristertt wbh opcaa- 
tioni aad are fulfilled by equilibrium pricu. That b, If the 
market believes that the price should be $5 per share, ermver- 
sion will happen, rise new number of shares will be four, and 
the original owners of the bank, wbo owned 100% of the 
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bank's equity prior to convetpon. now own only 25%. Ue 
new amount of equity will be $20, lioce SIO in CoCo debt 
was canodled upon convemon causing on worth to rise by 
the same ansouu. And the price per share of equky will be S5. 

But what if innead the market betieva that the pritt 
should be j 1 0^ In that case, oonvosM wiH not occur (sinoe 
rhe market value of eqidty does not hh the 5% trigger). And 
to vw have an example In which two ddhnent shaft vabes can 
be described as rarional expectarions equilibria. Ihat n to ay, 
If the maihet believes the price is $5 per dure, then that beTief 
would turn out to be (nic~-but if the market bdieva the pria 
K $10 instead, then that bdicf would turn out to be true 

Dick is. however, a problem wiih this argument. VPitbout 
uatiitg it, SW make a critical asasmpuon that eftcrivelT deter* 
mines their conclusion; namely, titat the market knm that 
the bank will take no action to prevent the low-stock price 
equiUbriuffl of a $5 sham price ihm ocoiirn^ In other words. 
SW’s arpunent impliddy requite that the baric refnin from 
issuii^ new eqrity if dK pricr of eqriiy begins ra y toward 
the lower equiiibrhiro value of $5. 

To see why this implidt assumption b important, consider 
the ibiknring ameiuioxnt m die SW exanqdc. rrtike ai! the 
same assunprions employed in SW but make two adcfidonal 
assutrqitiotm one. K b potable for the bank n orae riew shar^ 
prior to convenion if the price of sbato in the market suns 
to move toward the lower equilibrium price; two, a reoviog 
average trigger it used wher^ the triggering of conversion 
occurs only if the stock price &iis to the trigger value or below 
for a Unite of rime. 

Under these assumprions, If the share price begioi to bit 
below $10. the bank could issue one share of comtnoo trodc 
into the market n. s^. any price between $ 10 and $5 a share. 
To be more specific. suppOK that the nock price Uk to $5 
and that the bank iisua one share of stock into the market 
at $5 a dure. Doing so raises both the value of assets and 
(he value of equity by $5. Hcause the tr^ger for GiCos b 
defined in terms of the ratio of marka value of equity relative 
ro assea (the QMVEIO, at a $5 dimt price. CMiTTrim wr 
srir pfKr, siiKt the ofiering of a new share has raised [he new 
QMV£Rabove5%. 

Note that without conveoion the lowo equilibrium prxe 
of S5 a share b no longer a tarional esqicctatioro equilibriuffl, 
since the expectation ^ convenion that underbv dw $5 price 
wbl nor be lolflxd. Indeed, the ptke of equity would rebound 
ro $7.50 a duK (which cornraihcu the S5 cquilduium assutnp- 
rion) if the share price had actually fiJlen u $5. prompting the 
bonk (0 bsue the single share into the market 


But this *out*of-«quiU)aum* oSering and price vobtiHcy 
diould n« occui; liDce die $5shaK price b tw loi^ a nrional 
oqieciarioftscquilibruiffii therelbie, there b no reason to expea 
fhai (he price would ever have faBcn to $5 in the first place. 
The bank will never hve to bue iruo the market ai $5 a dim. 
sitKe SIO b now the unique equilibrium price (and arbitrage 
in the market will ensure dut the market price will never ^1 
below $10). .Moreover, as our eample makes dear, the bank 
will warn to announce and fellow ihb share-isnance poliqi, 
rinoe tfak would enable b to avoid the dilutive omvenion of 
CoCos that ocQio in the lower price cquikbrium.'* 

Several clear lessons emerge from this analysis. Ftm. in 
light of the posability of muk^le equilibria, b b espccally 
desirable to put a moving-aver^ process into die definkien 
of the tr^ger, whkb would require, as in the example above, 
that the QMVER trigger be h» over a period of time, not }ust 
at a tnornent. Second when considering the ncossaiy length of 
dme fer that mewing avenge, u b imporiant to make sure that 
the period is kmgeiKM^ to give management limetoarrar^ 
(or a preemptive equity offering to prevent convenion. As 
stated cuHiet, we beb'eve that a 90-day moving average would 
allow plenty of time for a srockoffbing. Inthencusecttonof 
the paper, we show that usu^ a 90'di9 moving aver:^ durii^ 
the crisb of ^)07-09 would hive provided ample opportunity 
fer banks that were losing equity vdue to hare issi^ equity 
to restore their QMVERs. 

1hfld (!)oCo (riggers diould beset reiadre m (he QMVER. 
m/ the share price. Stock offerings could change the price per 
share (as coidd a stock qpht); obviously, it b the total equity 
buffer that should matter from the petspecrire of the OiCo 
trigger, and that should be set as a ptoporrion of assets. 

In summary, we hare shown that our CoCo proposal 
does not suffer from the SV multiple-equilibria problem. 
A wA s tania l CoCo requirement— one that requires banks 
to mairtrain a significaw proportion of their balance dieet 
finandog in the form of CoCos— wnk a dilutive conversion 
ratio that b triggered by a imoothed QMVEK trigger (which 
we define as (be 90‘<liy movmg average) would nor produce 
multiple equilibria in the priang of bank nock.** 

How the CoCos Requirement 

Would Have Worked In 2007-08 

l%ure 2 iUunatts how tire pft^Msed CoCb trigger would work 

fer three diffmni firms m somewhat different droirostanon. 

As the QMVER frUs, ^iproachtng the trigger, a firm like 
AfrvfaorepaAofvaiues is shown in lioeA} would issue equity 
(orsella^ ID avoid hitting (he trigger. 
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ngure2 How a CoCo Trigger Might Work 
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Figures Ratio of the Market Cap to the ftosi-Market Value o( Assets for the Five SIFIs 

That Did Not Require Substantial Government Intervention, AprH 200S-April 2010 
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ir for sorrvc reason a firm like B b unable or unwill- 
ing to bsue equity or sell assets, dw conversioa of CoCos b 
iriggcml (line B). llm w^l result in ttatsive dihitkm of exbt- 
ing shareholders, who will undoubtedly be angry, and the new 
dureholdcn who ksnnerly beU CoCos «e Udy to be unh^ 
as weH. Shardwlder dbsatbfKDon oil dm scak b likely to 
to the ouster of the exbdng maiMgerncnt ar»d the instalbtiiM 


of new man^ement that will strengthen the governance of 
rbk. And so CoCo conversion might enhance the vinually 
nnofibundiittrkeiibr corporate connot of legubted financial 
instkutions— an important eletnem of market discipline that 
b b.'gely ineSeentai among r^uUied banks. It wiO certainly 
add managements modvxion to take coneaK'e actiofi before 
readiii^ the rrigger. The doubimg of coital and reduaion m 
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rigure4 T))i Ratio of Market Cip to the QuuMtoket Value of Assets lor Ten Banks 
That Reqwed SutetantUi Government Interventlofi, April 2006"April 2010 
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liquidity pressures (and pC(^K a new tianagerrient 
buy the ittm enough lime to luccetslully tctmicmre. 

Finaily, we come to the case of Erm C which may be 
usable to use the additkmal capical and time to accomplish 
remucnuing or recapitalization. lonluecocKinuestod^ioe 
until ptomix ctfrectree actioo b triggered at. say. 4% Oloe Q. 

F^ure 3 shows die movement from April 2006 to April 
20 1 0 of the ratio of the 90^ movii^ aver^ of the nuj^ 
cap to the quad-madcet vahic ofassco for frw SiFh that did 
not require gomiunent support Iris important to emphasne 
that (hb Biiiply illustrates the abllrry of the QMVER ratio 
measure to dbtit^ubh between soundly maiugcd insdnjtioRS 
and weaker icuhtutions; b does tKX show what would actually 
hare happened d all tnsmutioas had been subjea to a CoCo 
requirement” Note due none of diese insdtotion lid) below 
the 4% ratio. If the (!oCo requitemem had been In pbee, otdy 
(joUman Sadis and Metliv m^t hare u^gered a conret' 
don. The prospea of dilurioR. however, would almost certainly 
hare caused the numgen of both Erms to issue more equity 
or sell assets m avoid l^ii^ the trigget 

Now connder the contrast of Figure 3 with F^ure 4. 
which shows the morerooil of the rado of the market cap to 
chequasi-matlcec value of assets fix toi banks tbt requited 
substantial government support, were forced to merge, or 


entered banicnqxcy. Note that all of these firms breached (he 
4% ratio arid, m itvxt cases, they did so tnany mortths before 
they were subjea to intervennon. It b especblly noteworthy 
that Bear ^evm. Lehman Brathers, and AIG-^D of wfaldr 
appeared to catch the stqrerrisory authorities by surprise and 
were sut^ to different interrentions, hastily imprtwbcd over 
steeples weekendf— had in ha fidko below the 4% ti^gcr 
several months earlier. It b posible that a (joCo requirement 
ttMght hare indued those firms to adopt h^ber standards of 
nsk governance and make more aggressive arttmpD to rase 
capid or sell assets. At a mtoimum. it would have bought 
(hem additional dme to prepare fix an orderly resolution and 
would hare been a dear warning to regularon to refine their 
r^resohitioa phns. 

Figure 3 dwws a simibt panem for the European banks 
that required targp'Caie intervention. Id almoR every case, the 
4% ratio was breached long before interveotioo was hastily 
anai^ed. 

In summary, a 4% trigger bold on the ratio the market 
cap to the quan-market value of assets mi^t have been an 
dfdtivc device fi)r preventing the collapse of all of these 
troubld SIFls during the 20084)9 aisis. Moreover, each 
of these instituttofts would have facd strong incentives to 
strengdxo preernptivdy the corporare gcrremaiKc of rbk aod. 
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FiguieS Ratio olIlK Market CiplottieQiasi-MirMVXw of Assets lor Eura|i«n Bulks 
Titti ReriuiieO Substaotlaf Govemneiit Intervontion, April aiXK-AprII 2010 
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if necessary, issue equ»ty or «£ 2 SKB ra avoid tr^gcring their 
CoCos mondu And the supenrisors codd not have 
cUimed to be taken by sutprbe u the sudden colUpK of the 
hrms. Aldsough we illustrate our couoterfKtua! with a 4% 
irigier. we suggest an 8% ti^ger for our CoCo conversion 
tequiremenc boause it would have worked even mote effec* 
dvdy to prevent the post'Septenber 2008 coDapse by ocaong 
stroftger incentives volutttary equity- issuance by batsb 
bdbie Sepember 2008. 

in particular, our proposed CoCo requirentent would 
hive reduced the damage fioffl dsc two foduio— those 

of AIG and Lehman Broihca Althot^ coumerfoctuals are 
speculative by deBoiiion, at least three reasons suggest that 
such a system would have been etteaive if AIG and Lehman 
Brotben had been identified as SlFb. 

Rot, tlK tssuaiKe of CoCos would have esdoAced market 
disciplitK ami limited thdr risk taking. 

Second, both firms crossed the (>Co ir^ger six to eight 
months before thdr demise. Since Lehman was heavily owned 
by iu man^ and employees, the praspea of dHutioa would 
have surely concentnted tbdr minds on ratsit^ new equity, 
whde they still had access to equity maikea or on sdltt^Hrses 
of business or assets. And even if dsey bad hh the conversion 
tnggiei. the automatic rccapitaliauon would have grvtn them 
more time to find a privace solution to their problems, whsch 
might have involved a tnctget, a resmtccuriog. an additional 
tecapitalizaiion. or a dsange in management At a mimmum, 
it would have warned the supervisors and resolution aoibori- 


ties of impending trouble so that there would have been no 

need to engage h desperate measures overa sleepless weekend. 
Breaching the irigga would have conserved liquidity by 
resinaiif dividends share buybacks, and bonuses. 

Third, the primary tupervitor and the coU^ of supervisors 
would have had warning to prepare for the challenges that they 
would ba in a rcsrdutkm. 

Rsurth, even if the proposed CoCo requiremeni had not 
prevented the disorderly bilurcs of Lehman Brothers and 
AIG. the cottscquence for other financial institutkms of (hose 
fodurcs, and for the financial system as a whole, would have 
been br milder under our proposed requiientcnt If other large 

firai vria l msthutioBs had been cncoungsd by CoCo requir^ 
menu to maimau higher apical ratios m 2007 and 2006. the 
severe consequences of the collapse of money marken might 
have been avffted. The colbpse intetbaok depoii:. repo, and 
asset-backed commercial paper tnarkeu reflected ballootui^ 
coumeqsany risks arnoog these ^obal interrnetharies. IfUrgc 
banks mued sufBdeflt capital in tespoose to their losses 
in 2007 and early 2008, such cDunurparty risk would have 
been contained. 

Since rcgubdon of book capital ratios and supervision 
has proven so inefleaual. it b high time to pbee a greater 
emphasb on market signals that discipItrK SIFU. CoCos. 
suitably desigDcd. can be an ideal uistniment for channeling 
such disdpliDe in a way that strengthens the stability of the 
firunoal system. 
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exclusion 

We bvt docloped 1 pcoposd for a condngtM c^>id (CoC^ 
requiteraest aod drawn thu CoCos on a unique and 
cmicalt)' Unporant role aior^uk a sundaid mlnunun book* 
valoe*of*equity*ntio requiremeni. If properly desped. a 
CoCo requirement can provide a orare effective solutiofl (o 
the n>o4)^*to*&l problem by cnsoric^ adequate caf^rda* 
live to risk, and it can do so at a iovw out than a simple 
equity requiiemem. A proper CoCo requirement can provide 
strong iocentives for the prompt recapnalixation of banks 
after significant losses of equity or for the proacthe raising 
of equity capital when risk increases. Correspondingly, it 
can provide strong incentives for effective risk governance 
by regulated banks, and help limit rotatory *lbd)earance * 
supervisoa* wcU-koown tebcunce to recognize losses. 

Oiffeicot proposals for CoCo requiremenu reflect difler* 
ent regulatory objectives, including fuilitation of baiMos, 
Bgnaiir^ of bank risk, and erraouragement of dmely volun- 
tary ofldnp of equity into the maika by banb that have 
suffered sipifkaru losses. We argue that the third of these 
objecthes is the most important, especsaily for dealing widt 
the tDodxg>rO'hul problem. 

Ihus. the emphasis on the need to provide effective ioceo* 
tiws for the timely issuance of equity Informs our discussion 
of the proper des^ of CoCo contracts that would be tn^- 
mented by the CoCo requirement We show that, to be as 


effeaivc as possible, a large anraunt of CoCos (relative to 
common equity) should be required; CoCo conversion should 
be based on a market value cr^ger that is defined by a moving 
averap of a quasi-marltet-vahie-of^uity ratio; all CoCos 
should convert if conversion is triggered; and the conversion 
talk) should be dihuive of preabttng equity holdea (The 
details of our proposal are summariacd in Table 1.) 

Fmaliy, our proposed CoCo requirement does not suffer 
fton a potential problem of multiple equilibria, as some 
banking and finance scholars have claimed, judgir^ as best 
we can fimn the aperience of the recent crisis, our proposed 
requirement would have been very effecilve in encouraging 
the timely replacement of lest capital early in the aisis. If a 
CoCo requirement had been in pba in 2007, the disrup- 
tive fiiilurcs of bige financial instifutioos and the systemic 
meltdown after Se^ber 2008 may well have been avoided. 
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Appendix The Smoothing Effect of a Ninety-Day Moving Avcfage on the 
Quasi-Marfcet-Value-of-EquIty Ratio. Apn1 200f-April 2010 
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I would like to thank Senator Brown and the Members of the Senate Committee 
on Banking, Housing, and Urban Affairs and Consumer Protection Subcommittee on 
for the opportunity to speak here today. The issue of systemically important finan- 
cial institutions is of critical importance to the stability of financial markets and the 
ultimately the macro economy. Understanding what makes a financial firm systemic 
is the first step in designing an institutional and legal framework to rein in sys- 
temic firms. Viewing systemic spillovers as market failure we need to identify the 
source of that market failure, the severity of the market failure, whether the market 
failure merits Government intervention and if so, the most economically effective 
way to structure that intervention. 

United States financial history over the past 40 years is littered with examples 
of Government interventions into financial markets in response to lobbying by par- 
ticular sectors (esp. housing) to the pending failure of large financial institutions. 
Early on we referred to these intuitions as too big to fail and the public policy issue 
as the too big to let fail problem. One of the themes I want to sound today is that 
too big to fail is a misleading term. Size is not the distinguishing characteristic that 
makes financial firms systemic. Section 113 of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act of 2010 (hereafter called “Dodd-Frank”) lists 11 such 
characteristics. However, the factors that lead to institutions “being treated” as sys- 
temically important also tend to be prevalent in larger firms. It is important to em- 
phasize that decisions on how we handle economically failed financial institutions 
are themselves an important source of systemic risk. We need to understand wheth- 
er an institution authorities label as systemic in the handling of its economic insol- 
vency are truly systemic, or merely politically expedient. 

During a 30-year career as a financial economist I have studied financial markets, 
banking, payments systems, failed bank resolution, and the Federal financial safety 
net from a public policy perspective. The ideas I express today observations below 
are informed by reading and research I have done in these areas, especially papers 
on systemically important financial institutions, the need for an asset salvage agen- 
cy, and systemic banking crises. i 

As I mentioned above, the past 40 years of U.S. financial history is replete with 
examples of economically failed financial firms whose solvency resolution involved 
systemic considerations or were handled through regulatory forbearance (that is, 
were allowed to continue operations with the hope that they would recover). Exam- 
ining a number of these cases and the stated rationale for how they were handled 
allowed me to identify four sources of systemic importance. It is important to note 
systemic importance in these cases was based on a judgment call in the face of a 
potentially disruptive event in financial markets and not hard evidence the firms 
were indeed systemically important. 

Sources of Systemic Importance 

Obviously size, an imperfect measure of systemic importance, is correlated with 
systemic importance because large financial firms are more likely to have character- 
istics of systemic importance. The $50 billion threshold set by Title I Sec 121 of 
Dodd-Frank is probably sufficiently low that it captures the lion’s share of banking 
companies that would be flagged under one or more of the systemic criteria dis- 
cussed below. However, just relying on size does not give us an understanding of 
how to design laws and regulatory infrastructure to deal effectively with system- 
ically important institutions. Along with size I would stress what I call the “4 C’s” 
of systemic importance: Contagion, Correlation, Concentration, and Context/Condi- 
tions, and discuss how each of the 4 C’s has been part of the rationale for generous 
treatment of the creditors, managers and stockholders of troubled financial firms. 

In the systemic context, Contagion is a metaphoric way to describe the trans- 
mission of losses across the financial system or the locking up of financial markets 
from the insolvency of one or more major financial firms. Contagion as a source of 
systemic importance appears on the scene in 1974 with the failure of Bankhaus LG. 
Herstatt AG, which failed coincidentally as the United States authorities were deal- 


I James B. Thomson, “On Systemically Important Financial Institutions and Progressive Sys- 
temic Mitigation”, DePaul Business & Commercial Law Journal 8 no. 2 (Winter 2010), 135-150; 
James B. Thomson, “Cleaning up the Refuse From a Financial Crisis: The Case for a Resolution 
Management Corporation”, The Florida State University Business Review 10 no. 1 (Spring 2011), 
1—23; Ozgur E. Ergrungor and James B. Thomson, “Systemic Banking Crises”, Research in Fi- 
nance 23 (2006), Elsevier Ltd., Amsterdam, 279-310. 
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ing with the largest protracted U.S. bank failure resolution to date, Franklin Na- 
tional Bank, 1974, and the 1984 FDIC rescue of the Continental Illinois Bank and 
Trust Company. ^ Contagion would also seem to be a factor in the 2008 Federal Re- 
serve Bank of New York’s assisted acquisition of Bear Stearns by JPMorgan Chase. 
The ‘breaking of the buck’ by Reserve Primary Money Fund in September 2008 fol- 
lowing the Lehman Brothers bankruptcy filing in is another example of contagion. 
Contagion is a fundamental consequence of the degree of a megafirm’s interconnect- 
edness, be it through the pajnnents system, a clearing, and settlement system, asset 
holdings, or off-balance sheet contracts (such as derivatives). 

Currently we do not collect information with sufficient granularity for us to un- 
derstand the potential for contagion in the market place or how to aggregate what 
information exists in ways that would let us measure, monitor and ponce this risk. 
Information and clearing requirements in the over the counter (OTC) market under 
Title VII Sections 725, 728, 729, 742, 763, and 764 of Dodd-Frank could produce 
some of the information needed. However, much more needs to be done to identify 
the dealer’s counterparties. Congress should direct the Office of Financial Research 
(OFR) to collect International Swap Dealers Association (ISDA) master agreements 
for the purpose of constructing measures of exposure in the OTC derivative markets. 
Moreover, financial institutions with assets in excess of the $50 billion threshold for 
systemic banking companies should be required to report to Federal financial mar- 
ket supervisors and to their Boards of Directors any exposures to another financial 
firm in excess of 10 percent of their tier-I capital. Such exposure should be broken 
down by type — funding market, clearing and settling, interfirm balances (including 
correspondent balances), lending and security holdings, and off-balance sheet expo- 
sure. Collecting this information would allow the Federal Reserve to determine if 
the limits to be set on exposure should below the 25 percent of capital under Section 
165 of Dodd-Frank. It would also promote the orderly resolution of a failed financial 
firm as regulators could work to limit the spillover effects of the firm’s failure with- 
out automatically resorting to blanket guarantees of the financial firm’s creditors. 

Correlation can create a too-many-to-fail problem. It occurs when many institu- 
tions hold similar balance-sheet positions. ® Correlating one’s risk taking enhances 
political clout to resist closure should the firm become insolvent. Financial super- 
visors will face pressures to forbear as the cost of dealing with an insolvent industry 
will be high from a fiscal and political standpoint. When risky bets go bad the odds 
of survival are increased if a firm is one of many facing ruin. Examples of this phe- 
nomenon in U.S. financial history include the 1980s savings and loan debacle (cor- 
related interest rate risk), the 1980s international debt crisis (correlated sovereign 
risk), and more recently the subprime mortgage crisis. ® 

Today, measurement of correlation across Dodd-Frank classified systemic finan- 
cial firms is being addressed through the Comprehensive Capital Analysis and Re- 
view (CCAR) stress tests conducted by the Federal Reserve. These tests are man- 
dated under Title I Section 121 of Dodd-Frank. While the results of the stress tests 
are scrutinized at the institution level as part of the capital planning review, infor- 
mation on the extent of loss exposure across firms subject to the stress tests under 
the various shock scenarios would give a clear picture of the extent to which these 
firms are taking on correlated risks. The stress tests should include specific industry 
shocks such as a decline in commercial real estate prices for financial market sec- 
tors that represent a growing share of the risk exposure of the financial services 
industry. Again, aggregation of risks across firms is the problem. This may require 
the reporting of asset exposure by 3 digit Standard Industrial Classification (SIC) 
codes for all CCAR firms and nonbank financial firms that meet the conditions to 
be considered systemically important by the Financial Services Oversight Council 
(FSOC). 

The third source of systemic importance is Concentration. Here we are referring 
to market concentration, the presence of a few big players in a key market or activ- 
ity and the degree of contestability (the ease with which new firms can enter). Con- 


2 Walker F. Todd and James B. Thomson, “An Insider’s View of the Political Economy of the 
Too Big to Fail Doctrine”, Congressional Record, vol. 138 (no. 102), S9978-9987 (July 20, 1992), 
102nd Congress, 2nd session. Reprinted from “Public Budgeting and Financial Management: An 
International Journal”, vol. 3 (no. 3), pp. 547—617 (1991). Also published as Working Paper 9017, 
Federal Reseve Bank of Cleveland (December 1990). 

3 See Janet Mitchell, 1988, “Strategic Creditor Passivity, Regulation, and Bank Bailouts”, 
CEPR discussion paper no. 1780. 

^See Edward J. Kane, 1989, The S&L Insurance Mess, How Did It Happen? Washington DC: 
The Urban Institute Press. 

^ See Alessandro Penati and Aris Protopapadakis, 1988, “The Effect of Implicit Deposit Insur- 
ance on Banks’ Portfolio Choices With an Application to International Overexposure”, Journal 
of Monetary Economics, 21: 107—126. 
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centration becomes a source of systemic importance when the failure of a firm 
causes a major disruption or the locking up of a key financial market or activity. 
Two prime examples of this are in the set of financial contracts that are not subject 
to the trust-avoidance provisions of United States bankruptcy law. Currently, the 
seven largest U.S. banks account for 98 percent of OTC derivative contracts written 
by U.S. banks. Reportedly JPMorgan Chase has had as much as 40 percent share 
of the plain vanilla interest-rate swap market. It is hard to imagine that the impact 
of a JPMorgan Chase failure on the SWAPS market would not influence how its in- 
solvency would be handled. ® The other example is the triparty repo market, a $1.6 
trillion market where hundreds of billions of dollars of intraday credit is extended 
by the two large depository institutions (Bank of New York Mellon and JPMorgan 
Chase) that serve as the intermediaries (clearing banks) in that market. 

The fourth source of systemic importance for a financial firm is context/conditions, 
that is, the economic or financial market conditions at the time the firm becomes 
insolvent. Firms that come under financial distress during a period of market fra- 
gility are more likely to be treated as systemic than firms that run aground during 
more normal market conditions. Context/conditions explains why Drexel Burnham 
Lambert filed for bankruptcy in 1990 but Bear Stearns was put through a Federal 
Reserve Bank of New York assisted merger in early 2008. It also partially explains 
why the Federal Reserve Bank of New York intervened to broker a deal for Long 
Term Capital Management. ® Context/conditions includes the exercise of political 
clout, something Members of your Committee are very familiar with. 

Dodd-Frank Reforms 

Dodd-Frank was enacted in 2010 in response to the financial crisis. It is a mas- 
sive piece of legislation — 848 pages and 16 Titles. The Act contains a number of pro- 
visions dealing with systemically important institutions. Below are my thoughts on 
Sections 113, 115, 121, and 165 and Title II of Dodd-Frank. I will also discuss the 
need for supervisory contingency/disaster plans so as to facilitate orderly resolution 
of systemically important financial institutions in a time-consistent manner. 

Factors for Systemic Determination Under Seetion 113 of Dodd-Frank 

The period leading up the financial crisis saw the emergence of “Shadow Banks” — 
nonbank financial intermediaries engaged in activities that mirror banking. These 
shadow entities resemble banks in that they tend to employ a high degree of lever- 
age and financed opaque assets with short-term liabilities. Shadow banks and shad- 
ow banking activities are a form of regulatory arbitrage as activities move from the 
more heavily regulated banking sector into a less regulated sector. Hence, it is im- 
portant to identify nonbank financial firms that are systemically important. 

The general criteria outlined in Section 113 of the Dodd-Frank for determining 
the systemic importance of a nonbank financial firm are consistent with what would 
be suggested by my the 4 C’s aboye. In fact, the 11 factors the FSOC is to use go 
beyond what I identified in my research. Setting so many characteristics that FSOC 
must use in determining whether nonbank firms are deemed systemically important 
financial institutions creates unnecessary discretion that invites political manipula- 
tion. Measuring systemic risk by the value of a firm’s taxpayer put provides a more 
concrete and accountable way for FSOC to determine who is and is not systemically 
important. 

FSOC’s Authority Under Section 115 of Dodd-Frank 

Section 115 of the Dodd-Frank provides FSOC a consultative role in the super- 
vision of systemic financial firms. That is the FSOC can make recommendations on 
the Federal Reserve Board concerning regulations, supervisory standards and disclo- 
sure requirements applicable to systemic firms supervised by the Federal Reserve. 
It is unclear whether the FSOC’s role under Section 115 will have much of an im- 
pact. The Board of Governors and other agencies are not required to follow FSOC 
recommendations and other avenues exist for financial supervisors to provide input 
into new regulations and supervisory policies and procedures. 

It may be the case howeyer, that public and political pressure that would come 
with the issuance of guidance by the FSOC to the Board would influence the Board’s 
decisions with respect to supervision of systemically important financial firms. Con- 
gress could increase the influence of the FSOC by holding hearings where the Fed- 


®For the over the counter derivatives markets the reforms to that market under Title VII 
of Dodd-Frank mav lessen the systemic importance larae banking companies may deriye from 
the SWAPS market. 

http: / / lihertystreeteconomics. newyorkfed.org 120111 04 1 everything-you-wanted-to-knew-about- 
the-tri-party-repo-market-but-didnt-know-to-ask.html#.U8FZVLFwV2M 
^ http: II WWW. clevelandfed. org! research / policy dis Ipdpl 9.pdf 
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eral Reserve Chairman must explain how the Board implemented FSOC rec- 
ommendations and if it did not, why not. 

Section 121 of Dodd-Frank 

Section 121 largely clarifies powers the Federal Reserve likely had under existing 
banking law and extends this authority to nonbank firms subject to supervision by 
the Federal Reserve. To the extent that financial system supervisors failed to act 
because they were uncertain as to their authority under U.S. law, Section 121 of 
the Dodd-Frank could improve the effectiveness of the Federal Reserve in its over- 
sight of systemically important financial institutions. I question, however, whether 
clarity of authority to act is constraint on financial supervisors. The Bear Stearns 
and AIG rescues, along with the extension of the financial safety net through ag- 
gressive use of 13(3) lending authority by the Federal Reserve and the FDIC’s Tem- 
porary Liquidity Guarantee Program, suggest a willingness of financial supervisors 
to act when statutory authority is unclear. 

Under a liberal reading one can argue that Section 121 directs the Federal Re- 
serve Board to take into account systemic risk when reviewing mergers and acquisi- 
tions by systemically important financial companies under Federal Reserve super- 
vision. I believe that systemic risk should be a consideration by the Federal Reserve 
when reviewing any proposed merger or acquisition, and in any proposed restruc- 
turing of a financial company under its regulatory purview. Furthermore, I believe 
that systemic risk should be part of the Justice Department’s antitrust guidelines. 

Section 165 of the Dodd-Frank Act (2010) 

Section 165 of the Dodd-Frank has five provisions of particular note. First is the 
limit on the leverage ratio, setting the minimum amount of equity a systemically 
important company must hold. Second are the resolution plan provisions (living 
wills) that systemically important companies must file detailing how they would dis- 
mantle the company under Chapter 11 of the Bankruptcy Code. Third are the limits 
on exposure to a single counterparty which we discussed above. Fourth is the au- 
thority for the Federal Reserve to set limits on short-term debt. Finally, there is the 
requirement of annual stress tests. 

Section 165 more than doubles the minimum leveraging standard from 33 to 1 
to 15 to 1 for systemically important financial institutions. While on paper this 
seems like a material increase in capital standards, the 6.5 equity to assets under 
Section 165 of the Act is below the tier-I capital ratio for U.S. banking firms over 
the past two decades. Even during the financial crisis tier-I capital for the industry 
never fell below 10 percent of assets. Bank of America which required a second cap- 
ital infusion under the Troubled Asset Relief Program (TARP), would have exceeded 
the minimum 6.5 capital standard at the end of 2008 without the TARP infusions. 
Leveraging standards are likely to fail because they are based on book value of cap- 
ital and not market values. The average loss on assets for banks closed from 2007 
through 2009 — despite the presence of prompt corrective action provisions which 
also relied on book capital valuations under the Federal Deposit Insurance Corpora- 
tion Improvement Act of 1991 (FDICIA) — was around 36 percent of assets. 

Resolution plans should improve the management of the systemic firms and re- 
duce their complexity. This may indeed be happening. For instance, the number of 
CitiGroup’s nonbank subsidiaries fell from 1378 at the end of 2012 to 993 currently. 
Part of this decline was due to a decline in foreign nonbank subsidiaries from 375 
to 322 over the same time period. Properly implemented, these “funeral plans” 
should improve the management of systemic firms by having management explicitly 
consider worst-case scenarios. These plans should provide financial market super- 
visors a blueprint on how to dismantle a systemic company, including which finan- 
cial markets might be affected by the demise of the firm thus allowing for a more 
orderly resolution of the firms. Taking a more macro view of these plans, financial 
market supervisors can compare plans across the major systemic firms. The macro 
view of the funeral plans could provide information on potential stress points in the 
financial system during periods of market fragility. That is how the living wills 
should work in principle. In practice it is too early to see if the resolution plans will 
have the desired impact. Beyond the review of submitted plans for their compliance 
with the final rule adopted by the Federal Reserve and FDIC, these two supervisory 
agencies need to conduct audits of these plans, analogous to the stress tests for cap- 
ital planning, to determine their feasibility. 

Limits on short term debt authorized under Section 165 are being implemented 
as part of the liquidity requirements under the Basel III international capital re- 
quirements. Specifically they would be embodied by the Net Stable Funding Ratio, 
one of the two Basel III liquidity ratios (the other being the liquid asset ratio). Min- 
imum requirements for liquidity should help improve financial system stability and 
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the resiliency of individual financial companies. Whether the Basel III approach to 
liquidity is the economically most desirable way to regulate liquidity is something 
that needs careful study. 

The annual Comprehensive Capital Analysis and Review (CCAR) involves stress 
tests of systemic financial companies and possibly is the most important of the Sec- 
tion 165 reforms. It is the closest thing to assessing systemic institution solvency 
on a market value basis. Care must be taken that stress scenarios are calibrated 
over a sufficiently long period of financial history to ensure the results remain 
meaningful as the 2007-2009 financial crisis gets farther back in our rearview mir- 
ror. With the implementation of the CCAR it is unclear that the CCAR coupled with 
a straight leveraging ratio would not be sufficient and, hence, that model-based cap- 
ital requirements as in Basel II and III are no longer necessary. ^ 

Dodd-Frank’s Title II Orderly Liquidation Authority 

Orderly liquidation authority (OLA) under Title II of Dodd-Frank is a misnomer. 
The character of this new resolution authority is not new. It is modeled after and 
extends the bridge bank authority created by the Competitive Equality Banking Act 
(1987). Experience suggests that the expectation is restructuring and reorganiza- 
tion, with liquidation being the last resort. The resolution powers under Title II of 
Dodd-Frank also incorporate features of the Bankruptcy Code. Two general observa- 
tions about OLA: First, the main use of OLA is likely to be to handle the failure 
of a large bank holding company. The prospect of a disorderly resolution of the par- 
ent holding company and its nonbank subsidiaries under bankruptcy was a source 
of systemic uncertainty prior to Dodd-Frank. Second, there are efficiencies in having 
a single entity, the FDIC, handle both the bank and nonbank parts of the estate 
of a bank holding company. 

In Title II of Dodd-Frank Congress grants the FDIC the ability to impose a one- 
day automatic stay on qualified financial contracts (QFC), allowing it time to decide 
which contracts to bring into the bridge institution and which ones to place into part 
of the estate to be liquidated. This 1-day stay can effectively be a 3-day stay if the 
resolution is triggered on a Friday. Cherry picking of contracts is reduced by requir- 
ing all the contracts of a single counterparty be treated the same way. Congress 
should revisit the safe-harbor provisions for QFCs passed as part of the 2006 bank- 
ruptcy reforms. I believe the collateral runs by QFC counterparties on Bear Stearns 
and Lehman Brothers are an unintended consequence of the special treatment of 
QFC counterparties in bankruptcy. A limited stay and the anti-cherry picking provi- 
sions of Title II should be incorporated into the Bankruptcy Code. 

It is curious that the firms exempt from bankruptcy are not subject to OLA, in 
particular insurance companies. AIG and Prudential have been designated as sys- 
temically important nonbank financial firms and MetLife is a bank holding com- 
pany. Hence, major parts of three large systemically important financial institutions 
cannot be resolved under OLA, an important gap in the coverage of this authority. 

Another gap in OLA is it does not extend to the foreign activities of systemically 
important financial firms. So international subsidiaries of systemic banks and 
nonbank subsidiaries of foreign banks in the U.S. complicate the resolution of these 
companies and remain a source of systemic importance. One might observe the 
movement of activities off-shore in response to OLA. A possible example of such reg- 
ulatory arbitrage is the growth of CitiGroup’s foreign nonbank assets. CitiGroup as 
a whole grew 1.60 percent from the end of 2012 through the first quarter of 2014. 
Its nonbank assets grew at a rate of 8.60 percent over the same period while its 
nonbank foreign assets grew at a rate of 29.25 percent. The reason for CitiGroup’s 
shifting of assets offshore is unclear. However, it is consistent with regulatory arbi- 
trage in response to OLA. 

Additional Steps Needed To Address Systemie Risk 

Systemic importance reflects constraints faced by financial market supervisors in 
enforcing timely closure rules. It doesn’t matter what powers Congress gives finan- 
cial supervisors to conduct orderly resolutions of financial companies if regulators 
remain reluctant to use them. A major step forward to limiting systemic importance 
(ending too big to fail) is requiring financial system supervisory agencies to develop 
and commit to contingency plans akin to the firm’s living wills for handling the fail- 
ure of one or more systemically important financial institutions. These plans should 
contain a series of options, actions taken to contain systemic spillovers, with blanket 
guarantees of all creditor/counterparty claims to be, without exception, the last op- 


sentiment expressed in a recent speech by Federal Reserve Board Governor Tarullo. See 
p. 15 of the Governor Tarullo’s speech, which can be found at http: ! I www.federalreserve.gov I 
newsevents / speech / tarullo20140508a.pdf. 
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tion on the list. Scenario analysis should he used to test and refine these disaster 
plans. Much as the intent of Section 165 resolution planning hy systemically impor- 
tant firms is intended to promote the orderly resolution of these firms (whether 
through bankruptcy or FDIC receivership), supervisory disaster plans should allow 
for resolution of systemic firms with the least impact on long-term incentives facing 
these firms. 

Dodd-Frank was hailed hy its drafters as the antidote to Too Big to Fail. While 
provisions in this important reform legislation move us towards the goal of reining 
in the effects of systemic importance in the financial system, much remains to he 
done. 


PREPARED STATEMENT OF ROBERT DEYOUNG 

Capitol Federal Distinguished Professor in Financial Markets and 
Institutions, University of Kansas School of Business 

July 16, 2014 

Thank you for the opportunity to address the Committee this morning. The Dodd- 
Frank Act contains many well-considered prudential standards aimed at reducing 
the systemic risk of U.S. financial institutions and hy extension the systemic risk 
of the U.S. financial system. Some of these safeguards tighten up existing pruden- 
tial standards, while others impose brand new prudential standards. These meas- 
ures touch on nearly every risk function at modern banking companies, and the list 
is a long one. 

From my perspective, these measures can be dividing relatively neatly into two 
separate categories. 

On one side we have ex ante measures that try to limit banks’ exposures to and/ 
or contributions to systemic macroeconomic events. Some salient examples include 
higher capital and liquidity ratios aimed at making bank balance sheets more resil- 
ient to systemic events, and regulatory stress tests designed to monitor the resil- 
iency of bank balance sheets. On the other side we have ex post measures that try 
to limit the amplification of systemic events (contagion) caused when banks default 
on their financial obligations to creditors, borrowers, other banks or financial 
counterparties. This approach centers on the FDIC’s orderly liquidation authority, 
which is complemented by new stores information made available to the FDIC via 
resolution plans (living wills) and price discovery via exchange traded derivatives 
positions. 

It is my observation that we pay most of our attention to the ex ante systemic 
risk prevention measures — i.e., setting rules and limits for banks — and we tend to 
have relatively less confidence in ex post measures to contain systemic risk. The ex- 
planation for this, I think, is two-fold. First, we understand intuitively that for 
every dollar of risk that we can prevent beforehand, we will have one less dollar 
of risk to contain afterwards. And second, we are skeptical that regulators will take 
strong actions to seize and liquidate large insolvent banks during a deep recession 
or financial crisis. Given our intuition and our skepticism, we tend to stress ex ante 
risk prevention. 

Minimum equity capital standards are the backbone of our ex ante risk preven- 
tion framework. The idea is that by increasing a bank’s capital buffer, it will have 
enough resources to continue operating during an economy wide financial event and 
to emerge from the crisis financially solvent. But such a world requires extremely 
high levels of bank capital. My research (with Allen Berger, Mark Flannery, David 
Lee, and Ozde Oztekin) shows that in 2006, the average U.S. commercial banking 
company had nearly double the risk-weighted capital ratios necessary to be deemed 
well-capitalized by bank regulators, and that 96 percent of all banking companies 
cleared the adequately capitalized threshold by at least 300 basis points. As we 
know, these outsized stores of equity capital were not large enough to prevent hun- 
dreds of bank insolvencies in the years that immediately followed. The lesson here 
is that relying on ex ante regulations to reduce bank failure risk — whether this 
means more capital, more liquidity, more lending restrictions, etc. — will impose non- 
trivial costs on banks, and these costs will in turn result in nontrivial reductions 
in financial services. 


i^^For a discussion of contingency or disaster planning see, Joseph G. Haubrich, Janies B. 
Thomson, and O. Emre Ergrungor, “Central Banks and Crisis Management”, Federal Reserve 
Bank of Cleveland 2007 Annual Report and Edward J. Kane, 2001. “Using disaster Planning 
To Optimize Expenditures on Financial Safety Nets”, Atlantic Economic Journal 29(3): 243—253. 
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In the shadow of the financial crisis, this may seem like a wise tradeoff — less 
lending and slower economic growth in exchange for a reduction in the severity of 
the next systemic financial event. But the orderly liquidation powers in Dodd-Frank 
provide us with an historic opportunity to avoid having to accept this tradeoff. OLA 
should allow us to not only limit the contagious after-effects of a systemic crisis, but 
also to establish a newly credible regulatory regime devoid of the too-big-to-fail that 
have for so long fostered systemic risk in our financial system. 

Indeed, this is a big claim. But the economic story is straightforward: when inves- 
tors become convinced that large complex banks will be seized upon insolvency — 
with shareholders losing everything and bondholders suffering losses — then credit 
markets and equity markets will more fully price bank risk-taking; profit-seeking 
banks will then face clear incentives to reject high-risk investments ex ante. 

The political story, however, is far from straightforward. OLA requires bank regu- 
lators to credibly establish that they can and will seize, unwind and eventually liq- 
uidate large complex insolvent banks. The FDIC’s “single point of entry” plan for 
implementing OLA is a workable plan. Nevertheless, in my discussions with scores 
of banking and regulatory economists across the U.S., I meet with a near uniform 
skepticism that the FDIC will be permitted to exercise its resolution authority dur- 
ing a financial crisis in which multiple large banking companies are nearing insol- 
vency. Essentially, their belief is that the deeper is the financial crisis, the greater 
is the probability that OLA will be suspended. 

In my opinion, the most important actions that Congress and the Administration 
can take to limit systemic risk in the U.S. financial system is to strongly and repeat- 
edly enunciate their support of OLA and to pledge that they will not stand in the 
way of its implementation during a deep financial crisis. Our banking system is 
most effective when scarce economic resources are moved from poorly managed 
banks to well-managed banks. Hence, we don’t want a banking system that is de- 
void of bank failure. Rather, we want a banking system that is resilient to bank 
failure. OLA is the key to this resiliency. 

Thank you for your time this morning. I hope that my remarks have been useful. 
I look forward to your questions. 


PREPARED STATEMENT OF PAUL H. KUPIEC 

Resident Scholar, American Enterprise Institute 

July 16, 2014 

Chairman Brown, Ranking Member Toomey, and distinguished Members of the 
Subcommittee, thank you for convening today’s hearing, “What Makes a Bank Sys- 
temically Important?” and thank you for inviting me to testify. I am a resident 
scholar at the American Enterprise Institute, but this testimony represents my per- 
sonal views. My research is focused on banking, regulation, and financial stability. 
I have years of experience working on banking and financial policy as a senior econ- 
omist at the Federal Reserve Board, as a Deputy Director at the IMF and most re- 
cently for almost 10 years as Director of the FDIC Center of Financial Research 
where I served a 3-year term as chairman of the Research Task Force of the Basel 
Committee on Bank Supervision. It is an honor for me to be able to testify before 
the Subcommittee today. 

I will begin with a high-level summary of my testimony: 

• There is a trade-off between financial intermediation and economic growth. 
When prudential regulations reduce financial intermediation, they will restrict 
economic growth. The Dodd-Frank Act (DFA) does not recognize this trade-off. 

• The DFA does not define systemic risk, and this ambiguity allows regulators 
wide discretion to interpret DFA new DFA powers. 

• When designated nonbank financial firms, DFA criteria is unclear. Should the 
firm be designated if its isolated failure causes financial instability, or is the 
criterion that the firm’s failure in the midst of crisis and many other financial 
failures will cause financial instability? These two cases represent very different 
standards for designation. 

• Because DFA assigns regulators with the (impossible) task of ensuring financial 
stability without recognizing and limiting regulators’ ability to slow economic 
growth by overregulating the financial system, DFA builds in a bias toward 
overregulation of the financial system. 

• DFA gives regulators many powers to meet vague objectives. There are few con- 
trols over the exercise of regulators’ powers and extremely limited ability to ap- 
peal regulatory decisions to judicial review. In many cases these regulatory 
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powers can be exercised arbitrarily resulting in limiting or even canceling inves- 
tor property rights without compensation or due process. 

• Designating bank holding companies larger than $60 billion for enhanced pru- 
dential supervision and regulation is arbitrary and a clear case of over regula- 
tion. 

• The imposition of explicit enhanced prudential regulations for the largest insti- 
tutions creates a two-tiered system of regulation that will have long run nega- 
tive implications for the structure of the financial industry. 

• The provision of enhanced prudential power to limit the use of short-term debt 
does not recognize that a substantial finance literature finds that the use of 
short-term (uninsured) debt is a method investors use to control risk-taking by 
borrowers. Short-term debt is cheaper, in part, because of this risk control 
mechanism and the imposition of binding short-term debt restrictions will lead 
to higher borrowing costs. 

• Mandatory Board of Governor stress tests have many negative side effects. 
They involve highly intrusive and detailed modeling of individual bank oper- 
ations. Stress loss estimates are not the output of pure modeling exercises, but 
loss estimates depend to a substantial degree on judgments made by the Board 
of Governors. Along with enhanced prudential regulations for the largest insti- 
tutions, the stress test process creates investor perceptions that the largest in- 
stitutions are too-big-to-fail. Since the historical track record of stress-test based 
regulation is checkered at best, it is likely that there may be a time when the 
Board of Governors has the largest financial firms fully prepared for the wrong 
crisis. 

• A Title II resolution using the FDIC’s single point of entry (SPOE) strategy does 
not fix the too-big-to-fail problem. In order to keep subsidiaries open and oper- 
ating to avoid creating financial instability, in many cases, SPOE will require 
the extension of Government guarantees that are far larger than those that 
would be provided under a bankruptcy proceeding and Federal Deposit Insur- 
ance Act (FDIA) resolution. 

• The Title II and SPOE create new uncertainty regarding which investors will 
be forced to bear losses when a bank holding company fails. 

• When Title II is used on a bank holding company because a subsidiary bank 
failed, it creates a conflict of interest between contributors to the deposit insur- 
ance fund and contributors to the orderly liquidation fund. 

• Title II and SPOE alter investor property rights without prior notice, compensa- 
tion, or due process and with little scope for judicial protection. 

• Contingent capital is a more attractive means for address the consequences of 
the distress of a large and important financial intermediary. Its benefits are 
even more apparent in a crisis, when multiple financial institutions may be in 
distress. 

• The FDIA resolution process should be improved to avoid creating too-big-to-fail 
banks. Title I orderly resolution plan powers can be used to require the FDIC 
to plan to break up large institutions in an FDIA resolution rather than use 
a whole bank purchase. This may require legislation to amend the FDIC’s least 
cost mandate if favor of requiring large institutions to be broken up in the reso- 
lution process even if it imposes a larger loss on the insurance fund. 

• Improvements in the FDIA resolution process can be a substitute for mandatory 
enhanced supervision and prudential standards that apply to many institutions 
that exceed the Section 165 size threshold. 

I. Financial Intermediation, Economic Growth, and Systemic Risk 

It is has long been recognized that banks play a special role in capitalist econo- 
mies. Today, the idea that “banks are special” is such a cliche that many may have 
forgotten what underlies this belief. Since Government regulations are designed 
around the idea that banks are special, it is useful to briefly review the economic 
functions of banks and highlight the link between bank regulation and economic 
growth. 

In many capitalist economies, banks are the only intermediaries that collect con- 
sumer savings and channel them into private sector investments. In bank-centric 
economies, if banks make sound investment decisions, the economy grows, banks 
profit, and consumers earn interest and their deposits are safe. If banks make poor 
investment choices, their investments fail, consumers lose their savings and eco- 
nomic growth plummets. 
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Some economies, including the U.S. economy, also benefit from nonbank financial 
intermediation, sometimes called “shadow banking.” Nonbank financial intermedi- 
ation occurs when consumers channel their savings into private sector investments 
without the intermediation of a bank. 

In the most common form of nonbank intermediation, firms issue publicly traded 
securities that consumers can purchase and own directly, but savers may also pur- 
chase and own securities indirectly through collective investment vehicles like mu- 
tual funds, insurance companies, private equity, hedge funds, or other nonbank fi- 
nancial institutions. These intermediaries along with broker-dealers are part of the 
financial infrastructure that makes it possible for consumers to purchase and sell 
securities and thereby channel their savings into investments without using the 
banking system as the investing intermediary. 

The ability to invest saving using nonbank forms of intermediation generally gives 
savers more control over their investment decisions as well as the ability retain a 
larger share of the profit (or the loss) generated by their investment decisions. 
Nonbank intermediation is typically a cheaper source of funding for firms that have 
achieved a good reputation among investors by repeatedly honoring the financial 
claims they have issued in the past and through public disclosures that help to 
make their operations and financial condition as transparent as possible to inves- 
tors. 

Banks also play a key role in creating the supply of money that consumers use 
as a store of value and medium of exchange. Transferable bank deposits are an im- 
portant part of the money supply. Money is an extremely important economic inven- 
tion. It allows consumers to specialize in their most productive labor activity in ex- 
change for receiving compensation in the form of a widely accepted medium of ex- 
change (money) they can use to purchase the goods and services they choose to con- 
sume or to save using bank or nonbank intermediation. 

Without money, consumers would have to barter. Without money, consumers 
must find someone offering the goods or services they want, and at the same time, 
the counterparty must want the output their own labor services. Making an invest- 
ment is even more difficult because a saver must also trust that the counterparty 
will be willing and able to provide the promised service in a future period. When 
an economy lacks money, it must satisfy “a double coincidence of wants,” and eco- 
nomic output and growth are severely limited. 

Money facilities trade, but it is costly for firms and consumers to hold money. 
Cash pays no interest. Bank deposits offer minimal yield, and banks may impose 
costs to transfer deposit balances. If firms and consumers can find ways to minimize 
their holding of cash and bank deposits, they are better off because they have more 
control over where their savings are invested, they have the potential to earn higher 
returns, and they save on bank transactions costs. However, because transactions 
in real goods and services require the transfer of cash or bank deposits, firms and 
consumers either need to own money balances before transacting or be able to bor- 
row them from somewhere. But most firms and consumers do not have established 
reputations that allow them to borrow based only on their pledge to repay in the 
future. 

The market solution to the borrower reputation problem is to use liquid long-term 
debt securities issued by reputable firms as collateral for borrowing. ^ Liquid long- 
term debt securities that are perceived to have stable values that are largely insen- 
sitive to new information are ideal collateral for borrowing. These securities can be 
traded among savers without the need to spend a large amount of effort to collect 
information and evaluate the likelihood that they will maintain their value in the 
near term. Firms and consumers may purchase these securities not for their ulti- 
mate cash payoffs, but to use them to secure borrowing when they are unable to 
borrow based on their promise of repayment alone. 

Securities that are widely perceived as having a stable predictable value function 
as so-called inside-money. They are held by firms and consumers as a temporary 
store of value in lieu of bank deposits because they offer higher yields and can be 
quickly converted into cash and deposit money at minimal cost. When firms or con- 
sumers need to transact, they exchange the securities for cash. A real world exam- 
ple of inside money is the market for repurchase agreements for Government, agen- 
cy and high-quality structured and corporate credits. The stock of inside money is 
an important component of the economy’s effective money supply. 


1 Other securities can also be used as collateral but high quality information insensitive long- 
term debt securities like U.S. Government securities and highly rated corporate debt are pre- 
ferred collateral. 
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Defining Systemic Risk 

Against this background, it is useful to consider a definition for systemic risk. My 
preferred definition of systemic risk is that it is the possibility that a disruption in 
the financial intermediation process could cause a significant reduction in real eco- 
nomic growth. 

In the simple stylized economy have I described in the prior section, financial 
intermediation can be disrupted in two ways. The first is that the failure of a finan- 
cial intermediary or many financial intermediaries will disrupts financial intermedi- 
ation. To take an extreme example, if the economy has only a single bank and it 
fails, consumers can no longer use it to channel their savings into investments, its 
bank deposits are no longer acceptable as money, and economic growth will clearly 
decline. 

The nonbank intermediation process can also be disrupted and cause systemic 
risk. The failure of a key intermediary could make it very difficult for savers to pur- 
chase or sell securities. An important failure or series of intermediary failures could 
cause important disruptions in this form of intermediation. 

Nonbank intermediation can also be interrupted without an intermediary failure. 
Events or new information can make savers reluctant to purchase existing securities 
making it difficult or impossible for investors to sell the securities they own. When 
the value of existing securities is materially diminished, the agents holding securi- 
ties for use as collateral have a diminished ability to borrow or may be unable to 
borrow at all and this will restrict their ability to transact in goods and services. 

The Dodd-Frank Act and Systemic Risk 

The Dodd-Frank Act uses the phrase “systemic risk” 39 times in directing the fi- 
nancial regulatory agencies to identify, mitigate, and minimize “systemic risk.” But 
the Dodd-Frank Act never defines systemic risk. Because the term is ambiguous, the 
law allows the regulatory agencies wide discretion to interpret the powers it con- 
veys. The DFA directs agencies to draft and implement rules to control and mini- 
mize “systemic risk” without requiring the agencies to identify specifically what they 
are attempting to control or minimize. 

Another troubling aspect of the Dodd-Frank Act is that the law does not recognize 
that rules and regulations that reduce systemic risk will have an impact on eco- 
nomic growth. The necessity of such a relationship is easiest to see in a bank-centric 
economy. If systemic risk reduction is accomplished by imposing regulations that 
limit the risk of bank investments, regulation will also limit economic growth. A 
fundamental principle of finance is that risk and return are positively related. Regu- 
lations that limit the risk of bank investments, if they are effective, will necessarily 
constrain banks to low-risk, low-return investments. Very stringent bank regulation 
may ensure that bank deposits remain safe, but they will also force banks to chan- 
nel consumer saving into low-risk, low-return investments, and the economy will 
grow more slowly than it otherwise would. 

The Dodd-Frank Act takes a very naive approach toward controlling systemic risk. 
Instead of clearly identifying what it is trying to accomplish and legislating appro- 
priate measures, it defines financial stability as the absence of systemic risk and 
grants regulators an extensive set of new powers while assigning them the responsi- 
bility of ensuring U.S. financial stability. 

One way to ensure financial stability and remove systemic risk is to restrict finan- 
cial intermediation. If there is little or no financial intermediation, then it cannot 
be a source of systemic risk. Unfortunately this solution has very serious con- 
sequences for economic growth. 

An alternative solution is to restrict the kinds of financial intermediation that 
cause systemic risk. This is the Dodd-Frank approach. It requires regulators to sep- 
arate “good” financial intermediation from “bad” financial intermediation and to im- 
pose rules to stop bad intermediation. The problem is that is unclear that any per- 
son or agency has the capacity to distinguish good intermediation from bad inter- 
mediation, and stopping intermediation has negative consequences for economic 
growth. While this problem is inherent to some degree in any form of financial regu- 
lation, Dodd-Frank grants regulators extensive new powers to identify and stop 
“bad” financial intermediation as the means to achieve an ultimate (and impossible 
goal) of ensuring financial stability without any requirement that regulators recog- 
nize the implicit cost on economic growth. 

Post Dodd-Frank, if we do not achieve financial stability, then easiest conclusion 
is that the regulators failed because they did not stop enough “bad” intermediation 
since regulators had been given sweeping powers to stop bad intermediation. 
Whether the conclusion is true or not does not matter. The fact that the conclusion 
will be made by some builds in a clear bias encouraging regulators to overregulate 



120 


in their pursuit of financial stability. Clear constraints on regulator power are nec- 
essary, or regulators will overregulate and economic growth will suffer. 

I will now discuss in detail some of the specific issues that were raised in the invi- 
tation to testify at today’s hearing. 

Section 113 Designation 

Section 113 of the DFA provides the FSOC guidelines that should be followed 
when designating nonbank financial firms to be supervised by the Board of Gov- 
ernors and subjected to heightened prudential standards. The standard for designa- 
tion is “if the Council determines that material financial distress at the U.S. 
nonbank financial company, or the nature, scope, size, scale, concentration, inter- 
connectedness, or mix of the activities of the U.S. nonbank financial company, could 
pose a threat to the financial stability of the United States.” 

Issues Associated With Section 113 

Section 113 includes a laundry list of factors that the Council can consider in 
making the designation, but the language merely identifies factors the Council can 
consider; it does not include any quantitative standards to guide the designation 
process. The characteristics that may be considered for designation are very broad, 
but without quantitative guidance, the guidelines are arbitrary and impose little 
rigor on the designation process. For example, the guidelines never mention whether 
the firms’ distress should be considered in isolation in an otherwise well-functioning 
financial market, or whether the threat to financial stability engendered by firm dis- 
tress should be assessed in the context of a dysfunctional financial market under 
the assumption that many other banks and nonbank financial institutions are also 
failing. Clearly, the financial stability consequence of a firm failure in an otherwise 
quiescent financial market is far less severe than a failure under stressed financial 
market conditions. 

In practice. Section 113 guidelines merely restrict the FSOC’s designation discus- 
sion and the case (if any) it makes to support its decision, but the designation out- 
come is completely governed by the Council vote. Moreover, since the directive lacks 
objective standards for designation, the criterion used to designate firms will almost 
certainly across administrations as different politically appointed officials are rep- 
resented on the Council. Without objective minimum quantitative standards for des- 
ignation, there is little scope for continuity over time or for a designated firm to use 
data, analysis, or case precedent to overturn an opinion rendered by the Council. 

One especially telling feature of Section 113 is that the designation guidelines do 
not require the Council to simultaneously recommend specific heightened prudential 
standards for the designated firm to mitigate systemic risk or consider whether the 
heightened prudential standards that otherwise apply (set by the Board of Gov- 
ernors) will reduce the probability that the firm’s financial distress would pose a 
material threat to the financial stability of the United States. Indeed all of the 
Council’s designations to date have been made without any Council recommenda- 
tions for specific heightened prudential standards and before the Federal Reserve 
has revealed how it will supervise the nonbank financial institutions or what 
heightened prudential standards the designated firms must satisfy. 

There is no requirement in Section 113 that the Council specify what specific 
characteristics or activities of the nonbank financial firm lead the Council make a 
designation. The justifications for all of the Council’s designations made thus far are 
vague and lack any specific information that would inform the designated firm or 
other potential designees of the actions they might take to avoid designation. Should 
the council take an interest in designating an institution, there is little or no objec- 
tive information the institution might use to proactively modify its operations, cap- 
ital, or organizational structure to reduce its “systemic risk” to acceptable levels. 

In summary, the legislation that guides the designation process for nonbank fi- 
nancial institutions gives financial firms little or no ability to protect themselves 
against an arbitrary designation by the Financial Stability Oversight Council. More- 
over, the criterion used to designated financial firms will likely vary as administra- 
tions and their politically appointed FSOC representatives change. Since designa- 
tion has the potential to materially change an institution’s regulatory framework as 
well as the potential to restrict its investments options and business processes, the 
designation process should be amended to include minimum quantitative standards 
for designation and a requirement that the Council credibly establish that Federal 
Reserve supervision and the enhanced prudential standards that will apply reduce 
the potential for the firm’s distress to create financial instability. 

Sections 115: FSOC Recommendations for Enhanced Regulation 

Section 115 empowers the FSOC to recommend specific enhanced prudential 
standards for designated financial institutions. The FSOC has authority to rec- 
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ommend that the Board of Governors impose heightened prudential standards on 
designated firms. These recommendations can require firm-specific standards and 
may include enhanced leverage ratio and risk-based capital requirements, liquidity 
requirements, short-term debt and concentration limits, contingent capital require- 
ments, enhanced risk management requirements, resolution planning and credit ex- 
posure reports, and enhanced public disclosure. 

Issues Relate to Section 115 Powers 

Section 115 includes no guidelines or requirements to constrain the heightened 
prudential standards that the FSOC may recommend. Indeed Section 115 does not 
even discuss a process that must be followed to issue a recommendation. For exam- 
ple it is unclear whether the issuance of an FSOC recommendation requires an 
FSOC vote or the voting majority need for approval. Section 115 lacks any require- 
ment that the FSOC support its recommendation for heightened prudential stand- 
ards with objective evidence that shows that the recommended standards will suc- 
cessfully limit the firm’s ability to destabilize the U.S. financial system should the 
firm become distressed. 

Sections 121: FSOC Discretion To Grant Board of Governors Additional 
Corrective Powers 

Section 121 gives the Board of Governors the authority to request FSOC approval 
for additional powers that enable it to restrict the activities of a specific designated 
firm including preventing the institution from entering into mergers, barring it from 
specific investment activities or offering specific financial products, requiring 
changes to its business practices, and even requiring divestures if the Council deter- 
mines that the institution poses a grave threat to U.S. financial stability that can- 
not be mitigated by other means. 

The primary issue raised by Section 121 powers is that Section 121 does not re- 
quire that FSOC produce specific evidence to demonstrate that its restriction rec- 
ommendation will curtail systemic risk or improve the stability of U.S. financial 
markets. Section 121 requires no objective criteria to limit or constrain the FSOC’s 
powers and protect the property rights of the designated financial firm’s share- 
holders and creditors. 

Section 165: Enhanced Supervision and Prudential Standards 

Section 165 directs the Board of Governors to establish heightened prudential 
standards that apply to bank holding companies in excess of $50 billion and 
nonbanks financial firms designated by the Council. The Board of Governors is re- 
quired to set heightened prudential standards for risk-based capital requirements, 
liquidity requirements, concentration limits, risk management requirements and 
resolution plans and credit exposure reports. The Board of Governors is also empow- 
ered to set standards for short-term debt limits, contingent capital requirements, en- 
hanced public disclosure, or other standards the Board of Governors deems appro- 
priate to mitigate or prevent risks to financial stability that may arise from the dis- 
tress of a designated company. 

Section 165 also requires the Board of Governors to administer annual stress test 
to bank holding companies with consolidated assets in excess of $50 billion and des- 
ignated nonbank financial institutions and to publicly report on the results. The 
Board of Governors may use the results of the stress test to require designated in- 
stitutions to modify their orderly resolution plans. In addition. Section 165 requires 
that all financial institutions or holding companies larger than $10 billion with a 
primary Federal regulator must conduct annual stress tests similar to the Board of 
Governors stress test and report the results to their primary Federal regulator. 

Section 165 also provides the Board of Governors and EDIC with the powers to 
impose heightened prudential standards on designated firms that do not submit res- 
olution plans that provide for a rapid and orderly resolution under Chapter 11 
Bankruptcy in the event the designated firm suffers material financial distress or 
failure. 

Issues Raised by Section 165 Requirements 

When does a bank become systemic and require heightened prudential stand- 
ards^ 

There is no science evidence that supports a threshold of $50 billion for subjecting 
bank holding companies to heightened prudential standards. While the factors that 
are mentioned in Section 165 as potential indications that an institution may be a 
source of systemic risk — size, leverage riskiness, complexity, interconnectedness, 
and the nature of the institutions financial activities — are reasonable features to 
consider, there is no economic research that supports the use of a specific thresholds 
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for any of these individual factors to indicate a need for heightened prudential regu- 
lation. 

As of March 2014, the U.S. has 39 bank holding companies with consolidated as- 
sets in excess of $50 billion. Of these, 4 had consolidated assets greater than $1 tril- 
lion, 4 had assets between $500 billion and $1 trillion (and none of the 4 are pri- 
marily commercial banks), 8 had assets between $200 and $500 billion (5 of these 
are specialty banks), and 23 had assets less than $200 billion. Of the 23 banks with 
under $200 billion in consolidated assets, most are almost exclusively involved in 
commercial banking and many might be characterized as “regional” banks. 

There are huge differences in the characteristics of the 39 bank holding companies 
that are subjected to enhanced prudential supervision by the $50 billion limit im- 
posed under Section 165. Very few of these institutions can truly be considered sys- 
temically important. Moreover, for the vast majority of these institutions, their fail- 
ure could be handled using an FDI Act resolution if the appropriate planning were 
undertaken using Title I orderly resolution planning authority. There should be no 
need to invoke Title II. Thus, in my opinion, the $50 billion threshold set for en- 
hanced prudential standards in Section 165 has erred on the side of excessive cau- 
tion. 

Enhanced capital and leverage requirements for designated bank holding com- 
panies 

The enhanced bank capital and leverage standards required by Section 165 have 
been enthusiastically supported by many economists and policy makers, and I agree 
that higher bank capital requirements are appropriate for institutions that are truly 
systemic. But the class of institutions that is truly systemic is far more restricted 
than the class prescribed in Section 165. 

The enhanced capital and leverage requirements that have been implemented by 
the Board of Governors are associated with the U.S. implementation of Basel III. 
These requirements have been designed for use by banks and bank holding compa- 
nies. They are not appropriate for nonbank designated firms who are also subject 
to the heightened prudential requirements under Section 165. 

Enhanced capital and leverage requirements for designated nonbanks 

Section 165 seems to give the Board of Governors the discretion to modify these 
enhanced prudential requirements and tailor them to more closely fit the businesses 
of nonbank designated firms. Thus far, the Board of Governors has not modified any 
of these enhanced prudential standards and argued that the Collins amendment im- 
poses Basel I capital requirements as a minimum standard on all designated compa- 
nies. Legislation clarif 3 dng that the DFA Collins amendment does not apply to in- 
surance companies has passed the Senate and been introduced in the House of Rep- 
resentatives. 

Still, the issue of the applicability of Section 165 enhanced prudential standards 
highlights fundamental weakness in the drafting and implementation of the Dodd- 
Frank Act. The Financial Stability Oversight Council has designated a number of 
nonbank financial institutions without either knowing what enhanced prudential 
standards will apply or assuming that nonbanks will have to meet the same stand- 
ards as bank holding companies. In either case, it is doubtful that the Council’s de- 
liberations considered how designation would improve U.S. financial sector stability. 

A two-tiered system of bank regulations will stimulate the growth of large in- 
stitutions 

A second issue raised by the imposition of enhance prudential standards on the 
largest institutions in the banking system is that a two-tiered system of regulations 
officially recognizes two distinct types of banks: (1) those that are small and can be 
allowed to fail without social cost; (2) those that are very large and create large fail- 
ure costs that must be avoided by stricter regulation. Under this system, the small- 
er banks may benefit from less burdensome regulation. But investors understand 
that these institutions will be allowed to fail and softer regulations seemingly makes 
their failure more likely. In contrast, large banks have added regulatory burden, but 
they also have been explicitly identified by the Government as so important that 
they need additional regulation to ensure their continued existence. 

The differences in capital and leverage regulations between small and large banks 
mandated by Section 165 and implemented as Basel III are mechanical and may 
not be the decisive factor that differentiates the largest banks. However, the Board 
of Governors stress test and the resolution plans (joint with the FDIC) mandated 
by Section 165 include very intrusive correctional powers where the Fed or the 
FDIC can require extensive operational changes or additional capital at the largest 
institutions. For the largest institutions, post Dodd-Frank, it is not hyperbole to say 
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the Board of Governors (and to a far lesser extent the FDIC) now have a direct and 
important role managing the largest bank holding companies. 

When the Government is intimately involved in planning and approving large 
bank operations, why wouldn’t investors believe that their investments were safer 
in the largest banks? The enhanced prudential standards imposed by Section 165 
contribute to investor perceptions that the largest banks are too big to fail. 

Over time, the two-tiered approach to banking regulation will erode the ability of 
small banks to compete for uninsured deposits and reduce their ability to issue un- 
secured liabilities. Since Dodd-Frank also prohibits the use of trust preferred securi- 
ties, small bank options to fund growth beyond their retail deposit bases will be se- 
verely limited. As a consequence. Section 165 requirements are likely to encourage 
additional consolidation in the U.S. banking system as large deposits and assets fur- 
ther migrate into the institutions that are required to meet enhanced prudential 
standards. 

Limits on the use of short-term debt 

Section 165 short-term debt limits give the Board of Governors the power to re- 
quire designated financial firms to extend the maturity of their funding debt (except 
for deposits, which are exempted from the rule) and restrict the use of short-term 
collateralized funding including the use of repurchase agreements. Curiously, the 
deposit exemption is not restricted to fully insured deposits. Banks may issue unin- 
sured deposit without restrictions even though this source of funding is among the 
most volatile and the first to run. 

Short-term debt restrictions limit one of the most visible symptoms of a financial 
crisis — the inability of financial firms to roll-over their maturating debt. They try 
to alleviate this problem by requiring that firms have, on average, a longer time 
buffer before they face the inevitable maturing debt roll-over. But all going-concern 
debt eventually becomes short-term and must be refinanced. 

The idea for short-term debt restrictions is also popular in many postcrisis aca- 
demic papers that argue that there is an underlying market failure that can be fixed 
by short-term debt limits. Banks gain private benefit from funding short term be- 
cause they have a monopoly on issuing demandable deposits and an implicit guar- 
antee advantage in issuing other short-term deposit-like liabilities. The bank benefit 
is that short-term funding is usually the cheapest source of finance. 

The market failure arises when there is a liquidity shock and investors for some 
reason become unwilling to roll-over banks’ short-term liabilities and banks are 
forced to sell assets to meet redemption requirements. Because many banks are 
using “excess” short-term funding because of the apparent interest cost savings, 
they must all shed assets, and this depresses the market price of assets, causing 
a so-called “fire-sale” decline is asset prices. The decline is asset prices must be rec- 
ognized by all institutions, even ones that may not be funding with excess short 
term-debt. And so the lesson from these models is that “asset fire sales” are an ex- 
ternality attached to the overuse of short-term debt, and if regulators restrict bank’s 
ability is fund short term, then the externality can be controlled. Well maybe, but 
there will be real economic costs that are not recognized in these models. 

First, all debt eventually become short term, so limiting the amount of banks and 
other financial firms short term debt does not remove the issue that all debt must 
eventually be rolled over regardless of maturity. The economic models that dem- 
onstrate “fire sale” externalities are highly stylized and static. In these models, if 
banks fund long term (in the third and final model period) they do not have to refi- 
nance in the second period when the fire sale occurs. By forcing banks to issue 
claims in the “last” period of the model, the claims magically never have to be re- 
funded in the horizon of interest. While this solves the fire sale problem in these 
economic models, it does not fix the real life problem that seemingly far-off future 
periods have a habit if turning into tomorrow, and debt that was once long-term, 
becomes short term and must be rolled over. 

The “fire sale” models of short-term debt also ignore a large literature in corporate 
finance that argues that short-term debt is cheaper because it is a mechanism for 
controlling the risk that the managers of a financial institution (or any corporation 
for that matter) take. If the manager of a corporation is forced with the discipline 
of continuously rolling over a significant share of the corporation’s funding, then the 
manager must ensure that the corporations finances are always sound and its debt 
holders are never surprised by the firm’s is investments. 

Short-term debt is a bonding device. The need to roll over debt helps to keep the 
manager from investing in longer-term risky investments with uncertain payoffs un- 
less debt holders are fully aware and approve (i.e., are already compensated) for 
such investments. If the manager conveys that the firm investments in short term 
and relatively safe activities, should debt holders learn otherwise, the manager’s 
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debt holders may refuse to roll over the debt at existing rates and the manager will 
be forced to abandon longer term investments before they can (possibly) produce the 
desired high payoff. 

When short-term debt controls the risks the manager takes, investors can charge 
lower rates. Thus, short-term debt provides cheaper funding in part because it lim- 
its borrower risk-taking. Indeed academic many papers argue that, before deposit 
insurance, banks funded themselves with demandable deposits because depositors 
required the demandable feature to discipline the bank, since the soundness of the 
bank’s assets could not otherwise be verified by depositors. Deposit insurance large- 
ly destroys the risk control benefits of demandable deposits. I say largely because 
there is evidence that some insured deposits still run. 

Thus, there are sound economic reasons for arguing that short-term debt restric- 
tions on designated financial firms may be less advantages than they might seem. 
Short-term (noninsured deposit) debt controls risk taking, and the current wave of 
theoretical economic models that produce “asset fire sales” do not consider the risk 
control benefits of short-term debt. If financial firms are forced to fund themselves 
longer-term debt, their cost of debt will increase, and either the institutions will ab- 
sorb these costs and be less profitable or pass these cost on to customers in the form 
of higher loan rates and lower returns on deposits. Section 166, and indeed the cur- 
rent wave of macroprudential economic models, do not recognize that short-term 
debt restrictions are likely to have real economic costs on borrowers. 

Mandatory Board of Governors annual stress tests 

Section 165 Board of Governor stress tests are perhaps the most problematic form 
of enhanced prudential supervision required by the Dodd-Frank Act. The value of 
these exercises for identifying and mitigating financial sector excesses is highly 
questionable, and yet the Federal Reserve System spends an enormous amount of 
resources on this activity. Indeed senior Federal Reserve officials have argued that 
Basel regulatory capital rules should be suspended, and the Board of Governors an- 
nual stress test should be formally recognized as the means for determining min- 
imum capital requirements for large bank holding companies. 

Aside from the confidence of senior Federal Reserve officials, there is no evidence 
that coordinated macroeconomic stress tests will be effective in preventing future fi- 
nancial crisis. Already, these stress tests have missed the “London Whale” at JPM 
Chase and a multibillion dollar hole in Bank of America’s balance sheet. Fannie 
Mae and Freddie Mac both passed severe Government-designed macroeconomic 
stress test right before they failed in September 2008. Even before the financial cri- 
sis, many countries produced financial stability reports that included bank stress 
tests and none anticipated or prevented the crisis. Prior pan-European EBA stress 
tests failed to identify a number institutions that become problematic in short order. 
Based on the track record to date, stress tests have a pretty poor record for detect- 
ing “problem” institutions. 

A stress-test based approach for setting bank capital has two gigantic measure- 
ment problems. First, the macroeconomic scenario must actually anticipate the next 
financial crisis. And secondly, regulators must be able to translate the macro- 
economic crisis scenario into accurate predictions about actual bank profits and 
losses. 

Few regulators possess the prescience necessary to accomplish this first step. Re- 
wind your clock to 2006 and ask yourself if the Board of Governors would have used 
a scenario that predicted the housing crisis. It was less than 2 years away, but the 
Fed did not see it coming. The New York Fed’s staff was publishing papers that dis- 
missed the idea of a housing bubble and the Federal Reserve Chairman’s speeches 
argued — worst case — there may be some “froth” in local housing markets. Even as 
the subprime bubble burst, the new Fed Chairman publicly opined that the economy 
would suffer only minor fallout. 

Even if the Board of Governors stress scenario correctly anticipates a coming cri- 
sis, the crisis must be translated into individual bank profits and losses. The prob- 
lem here is that bank profits and losses are not very highly correlated with changes 
in macroeconomic indicators. Quarter-to-quarter bank profits do not closely follow 
quarterly changes in GDP, inflation, unemployment, or any other macroeconomic in- 
dication. The best macroeconomic stress test models explain only about 25 percent 
of the quarterly variation in individual bank profits and losses, meaning that more 
than 75 percent of the variation in bank profit and losses cannot be predicted using 
GDP, unemployment, or other business cycle indicators. 

Because of these measurement issues, bank loss predictions from macroeconomic 
stress tests have very little objective accuracy. Even using the best models, there 
remains a great deal of uncertainty surrounding how each bank may actually per- 
form in the next crisis, presuming the stress scenario anticipates the crisis. 
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These issues are real and serious and they make macroeconomic stress testing 
more of an art than a science. There is no formula or procedure that will lead to 
a single set of stress test bank loss estimates that can be independently calculated 
by different stress test modelers. Thus, it is not surprising that the Board of Gov- 
ernors and the U.S. banks rarely agree on stress test results. The Fed uses its artis- 
tic judgment to produce large losses while the banks’ aesthetics favor smaller loss 
estimates. Both the bank and the Fed are probably wrong, but the Fed’s judgment 
always prevails when it comes to the stress test capital assessment. 

The stress test process requires the Board of Governors to be intimately involved 
in modeling the operations and exposures of each large banking institution. It also 
requires the Federal Reserve Board to use its own judgment to set each large bank 
holding company’s “stress tested” capital plan. What if the Board of Governors is 
wrong? How can they let an institution that they are essentially managing fail? 
When regulations get so intrusive that the regulator virtually “runs the bank,” it 
becomes difficult for the Government to impose losses on the institution’s share- 
holders and bondholders if the institution fails. This precarious situation could eas- 
ily encourage the Board of Governors to over regulate the largest institutions to en- 
sure that there is never a failure on its watch. This outcome is a recipe for perma- 
nently slower economic growth and stagnant financial institutions. 

It may not be widely appreciated, but the coordinated macroeconomic stress test 
approach to regulation encourages a “group think” approach to risk management 
that may actually increase the probability of a financial crisis. Stress test crisis sce- 
narios have to be specific so that banks and regulators can model the same event. 
Moreover, the Board of Governors imposes some uniformity in loss rates across all 
designated banks by using its own stress test estimates. The Board of Governors 
is very much like a coach or a central planner that tries to ensure some coherence 
in each designated firms estimates and capital plans. Unintentionally perhaps, by 
requiring all firms to approach the stress test problem the Board of Governors ap- 
prove way, the process is encouraging all large institutions to think and operate the 
same way. What happens when all the largest banks are steeled against the wrong 
crisis scenario? Could the financial losses generated by a different an unexpected 
crisis actually be made worse by the coordinated stress test exercise? 

The finial Section 165 issue I will discuss is related to the requirement that des- 
ignated firms file an annual orderly resolution plan. Section 165 directs the Board 
of Governors and the FDIC to determine whether designated firms’ orderly resolu- 
tion plans are credible or whether they would fail to facilitate an orderly resolution 
of the company under title 11 of United States Code. However, Section 165 does not 
provide any specific guidance that constrains the agencies’ judgment. There are no 
specific criteria specified that can be used to identify a credible plan; there are no 
objective standards that must be met. The credibility of a plan is entirely based on 
subjective judgments by the Board of Governors and the FDIC. 

Title II: Orderly Liquidation Authority 

Title II creates a special administrative process similar to the Federal Deposit In- 
surance Act (FDIA) administrative process for resolving failed banks. Title II also 
creates a special funding mechanism that can be used to “liquidate failing financial 
companies that pose a significant risk to the financial stability of the United States 
in a manner that mitigates such risk and minimizes moral hazard. (Sec. 204 (a))” 

Title II is invoked when two-thirds of the serving members of the Federal Reserve 
Board and FDIC^ board of directors make a written recommendation for the use 
of Title II to the Secretary of the Treasury. The recommendation must include: 

• A determination that that the financial firm is endanger of default 

• A determination that default under the Bankruptcy Code would have a serious 
destabilizing impact on the financial system 

• A summary of the effect of default on financial conditions 

• An assessment of the likelihood of a private sector solution 

• An evaluation of why a normal Bankruptcy process would be problematic 

• A recommendation for Title II actions to be taken 

• An evaluation of likely impacts on counterparties, creditors, shareholders, and 
other market participants. 


2 If the SIFI is primarily a broker-dealer, The FDIC plays a consultative role and is replaced 
in its primary role by two-thirds of the sitting members of the Securities and Exchange Commis- 
sion. If the SIFI is primarily an insurer, the FDIC has a consultative role and the case is made 
by the FRB and the Director of the Federal insurance Office. 
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Based on this recommendation, the Secretary of the Treasury in consultation with 
the President of the United States makes the final determination to use Title II 
powers. 

When Title II is invoked, the Secretary of the Treasury notifies the distressed fi- 
nancial firm’s board of directors that the FDIC will be appointed receiver under 
Title II of the DFA. Should the board of directors not consent to the appointment, 
the Secretary of the Treasury can petition the United States District Court for the 
District of Columbia for an order that appoints the FDIC as receiver. The Court has 
24 hours to object to the petition as arbitrary and capricious and provide a reason 
supporting this determination. Faced with an objection, the Treasury Secretary can 
amend and refile the petition and continue this process until the Court appoints the 
FDIC as receiver. 

Once a petition is filed, the Court must decide within 24 hours or the FDIC is 
appointed receiver. Once the FDIC is appointed as receiver, the special resolution 
process cannot be stayed by the courts. The FDIC has three years to complete its 
receivership duties, but the time limit can be extended to 5 years with Congres- 
sional approval. 

Title II assigns the FDIC specific responsibilities that must be satisfied in the res- 
olution process. These responsibilities are summarized in Table 1. Title II allows the 
FDIC to treat similarly situated creditors differently if it improves recovery values 
or limits disruptions to the financial system. However, any disadvantaged claimants 
must receive a recovery at least as large as they would receive in a Chapter 7 bank- 
ruptcy. The FDIC also has the power to charter a bridge financial institution to af- 
fect the resolution and it can make use of an Orderly Liquidation Fund (OLF) to 
fund the resolution. ^ 

The OLF is an FDIC line of credit with the U.S. Treasury that can be used to 
fund Title II resolutions. The FDIC can pledge receivership assets to secure funding. 
Within the first 30 days of the appointment of the FDIC as receiver. Title II limits 
the amount of OLF funding to 10 percent of the consolidated assets of the distressed 
holding company as reported on its last available financial statement. After 30 days, 
the FDIC can borrow up to 90 percent of the fair value of the total consolidated as- 
sets of each covered financial company that are available for repayment. 

To access OLF funds, the FDIC must secure the Secretary of the Treasury’s ap- 
proval of an orderly liquidation plan, a specific plan for the liquidation of the receiv- 
ership that demonstrates an ability to amortize OLF loan balances and pay interest 
consistent with the repayment schedule agreement. The interest rate on the OLF 
loan will be set by the Secretary of the Treasury, but it must be at least as large 
as the prevailing interest rate on similar maturity corporate loans. * 

Should the projected repayment schedule from the receivership be unable to dis- 
charge the OLF loan terms within 60 months of the loan origination, the FDIC must 
follow a prescribed assessment protocol to collect the additional funds needed to dis- 
charge the debt. In the protocol, the FDIC first recovers any additional benefits that 
it paid out to similarly situated creditors in order to maximize the recovery value 
of the receivership or attenuate systemic risk (Section 210(o)(D)). If this recovery is 
insufficient, the FDIC then must impose a risk-based assessment on all financial 
firms with consolidated assets in excess of $50 billion. Title II includes an extensive 
list of criteria the FDIC must consider in setting the assessment rate® and it re- 
quires the Council to produce a “risk matrix” for criteria that the FDIC must take 
into consideration when setting OLF repayment assessment rates. 


^The FDIC can move any assets and liabilities of its choosing from the receivership into the 
bridge financial companies. The bridge financial company is exempt from regulatory capital re- 
quirements and all taxes: U.S., State, county, territory, municipality, or other local taxing au- 
thority. The bridge company charter is for 2 years but can be extended to up to 5 years. 

4 The DFA says the interest rate must be at least as large as the prevailing rate on U.S. Gov- 
ernment obligations of a similar maturity plus and interest rate premium at least as large as 
the different between the prevailing rate in a corporate bond index of similar maturity and the 
prevailing rate on U.S. Government securities of a similar maturity. The DFA does not specify 
the credit quality of the corporate bonds that should be used to set a lower bound on the credit 
spread. 

^The criteria are given in Section 210(o)(4). Among the criteria for setting assessment rates 
is a particularly striking catchall criterion: “any risks presented by the financial company in the 
10-year period immediately prior to the appointment of the Corporation as receiver for the cov- 
ered financial company that contributed to the failure of the covered financial company (p. 
1511). 
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Tiihle 1: FDIC Responsibilities I'ndcrl Dl’A Title II 

• Manage receivership lo promote llnaneial stability, not to preserve tJie failed institution 

• Ensure that receivership recoveries respect the follow ing claims priority: 

a. Administrative expenses of the receiver 

b. Amounts owed the I'S government 

c. Employee salary and benefits 

d. Other general or senior unsecured liabilities 

e. Subordinated debt holder claims 

f Wage & benefits of senior olficers & directors 

g. Shareholder claims 

• Ensure that the management responsible for SIEI distress is removed 

• Ensure that board of directors of the failed institution is removed 

• Prohibited from taking an equity interest in the distressed fimi or any of its subsidiaries 

• Manage the assets and companies in the receivership to maximize the value of the 
receivership consistent with maintaining fiiiancial stability 

• Ensure that that the niaximnni liability imposed on any claimant against the 
receivership is consistent with the amount that the claimant would have received in a 
Chapter 7 Bankruptcy 

• Develop a plan for repayment of any borrowings from the Orderly Liquidation Fund, 
including risk-based assessments of financial compiuiies larger than S50 billion and all 
non-bunk designated SIFls should projections of the bridge financial entity's revenues 
fall short of tlie amount needed to repay borrowed OLA Rinds in full witliin 60 months 

of the date tliese obligations were issued. 


Title II clearly states that distressed financial firms should be resolved through 
the normal judicial bankruptcy process unless the bankruptcy destabilizes the finan- 
cial system. To increase the probability that a financial firm can be resolved through 
a normal bankruptcy process, DFA Title I Sec. 165 requires designated financial 
firms to submit annual plans that outline a strategy to affect their orderly reorga- 
nization under a chapter 11 bankruptcy. The plan must be approved by the Board 
of Governors and the FDIC, and should objections be raised, designated firms are 
required to remedy objections and the Board of Governors and FDIC have the power 
to require any needed changes. 

The FDIC Single Point of Entry Title II Resolution Proposal 
Title II creates a new Orderly Resolution Authority, assigns the task to the FDIC, 
and imposes some broad guidelines the FDIC must follow but it does not dictate ex- 
actly how the FDIC must resolve a company put into Title II receivership. Title II 
leaves the FDIC with significant discretion to manage a receivership. To provide 
clarity to the Title II process, the FDIC has released a proposed strategy for exe- 
cuting a Title II resolution. The strategy envisions taking the top holding company 
of the distressed financial firm into receivership. This objectives of this “Single Point 
of Entry” strategy (SPOE) ® are summarized in the FDIC Federal Register release. 

The SPOE strategy is intended to minimize market disruption by isolating 
the failure and associated losses in a SIFI to the top-tier holding company 
while maintaining operations at the subsidiary level. In this manner, the 
resolution would be confined to one legal entity, the holding company, and 
would not trigger the need for resolution or bankruptcy across the operating 
subsidiaries, multiple business lines, or various sovereign jurisdictions, p. 
76623. 

Under a SPOE Title II resolution, the FDIC will be appointed receiver of the fail- 
ing institution’s top holding company. The FDIC will then charter a bridge financial 
institution, fire the existing management, hire new management, transfer all hold- 
ing company assets into the bridge bank (p. 76617), and the bridge institution would 
function as the new top holding company. The holding company shareholders and 


http: / / www.fdic.gov ! news i hoard 12013/2013-12-1 0 notice dis-b fr.pdf 
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most of its liabilities will remain in the receivership to absorb the failed institutions 
losses. 

The FDIC has the power to treat similarly situated creditors of the receivership 
differently if disparate treatment is necessary to maximize the return to creditors 
left in the receivership or to maintain essential operations of the bridge financial 
holding company. Using this power, vendors and liabilities related to retained em- 
ployees would be transferred to the bridge holding company so they could maintain 
continuity in essential vendor and employee services. Also, secured holding company 
claims would be transferred to the bridge bank along with the collateral assets. 

Most of the liabilities of the distressed financial firm’s top holding company would 
be converted into receivership certificates. Since most holding company liabilities 
would not be transferred into the bridge holding company, the new bridge company 
would be predominately equity funded. With the help of Government guarantees 
using the OLF if necessary, the bridge bank will issue new debt instruments and 
downstream the proceeds to recapitalize any subsidiaries that suffered losses or re- 
place lost funding so that subsidiaries do not have to shed assets in a “fire sale” 
to meet redemption demands. 

The SPOE is designed to have the equity and debt holders of the parent company 
absorb all of the losses of holding company subsidiaries, but the FDIC anticipates 
circumstances when this may not be possible: 

if there are circumstances under which the losses cannot be fully absorbed 
by the holding company’s shareholders and creditors, then the subsidiaries 
with the greatest losses would have to be placed into receivership, exposing 
those subsidiary’s creditors, potentially including uninsured depositors, to 
loss. An operating subsidiary that is insolvent and cannot be recapitalized 
might be closed as a separate receivership. Creditors, including uninsured 
depositors, of operating subsidiaries therefore, should not expect with cer- 
tainty that they would be protected from loss in the event of financial dif- 
ficulties (p. 76623). 

Issues Raised by a Title II SPOE Resolution 

Most large financial firms that might be subject to Title II are primarily banks 

Most of the large financial institutions that might be candidates for a Title II res- 
olution are bank holding companies. For the majority of these institutions, their pri- 
mary asset is a bank or a subsidiary bank holding company. Figure 1 shows the 
share of each parent holding company’s equity that is invested in a subsidiary, affili- 
ated bank, or a subsidiary bank holding company for all bank holding companies 
larger than $10 billion in consolidated assets. For most of these institutions, their 
primary asset is a bank, and even in cases where these institutions have multiple 
banks or subsidiary bank holding companies, they usually have one large depository 
institution that holds most of the holding company’s consolidated assets and issues 
most of the holding company’s consolidated liabilities. This feature is important be- 
cause if the bank holding company’s largest asset is a big bank, the holding com- 
pany will only be in financial distress when the largest bank is in distress. 

For most Title II candidate firms, parent equity = consolidated holding com- 
pany equity 

To understand how well the SPOE might work in practice, it is instructive to take 
a closer look at the equity and liability characteristics of bank holding companies 
larger than $100 billion, banks that might require a Title II resolution. Table 2 re- 
ports March 2014 data on all holding companies larger than $100 billion. Two of 
these holding companies are savings and loan holding companies which have less 
detailed disclosures reported in the Federal Reserve public data base. The first im- 
portant point to recognize in Table 2 is that when the equity in the parent holding 
company is exhausted by losses in its subsidiaries, then there is, at best, only a tiny 
amount of equity remaining in the consolidated institution. 

Table 2 shows that, for most of these institutions, once the parent is facing insol- 
vency because losses exhaust its equity, any equity in its remaining solvent subsidi- 
aries would be consumed by the losses in the holding company’s insolvent subsidi- 
aries. So if the parent’s equity is exhausted or nearly exhausted when it is taken 
into a Title II receivership, then parent liability holders must he relied on to bear 
the receivership losses. 
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Figure I: Percentage of parent bank holding company's equity invested in subsidiary or afniiated 
banks and subsidiary bank holding companies for all hank holding companies largest than SIO 
billion in consolidated assets. Source: Author's calculation asing bank holding company data from the 
Federal Reserve Board National Information Center. 
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In many cases Title II and SPOE will provide larger Government guarantees 
than bankruptcy 

To keep a financial firm’s subsidiaries open and operating, the FDIC will have to 
guarantee all the subsidiary liabilities so that counterparties do not undertake addi- 
tional insolvency proceedings that would suspend subsidiary operations and tie up 
their assets in additional (potentially foreign) legal proceedings. If the FDIC guaran- 
tees subsidiary liabilities, then only the parent holding company’s liabilities remain 
to absorb losses and recapitalize and fund subsidiaries. 

The final column of Table 2 shows that, in most cases, the parent’s liabilities com- 
prise only a small fraction of the consolidated liabilities of these financial firms. 
This pattern is most pronounced when the holding company’s largest assets are held 
in subsidiary banks. The implication is that a Title II SPOE resolution will extend 
Government guarantees to the largest majority of the financial firm’s liabilities and 
impose the losses on only a small share of liabilities issued by the consolidated fi- 
nancial firm. This feature creates a Government guarantee that is, in many cases, 
much larger than the Government guarantee that would arise when a bank fails 
and the holding company goes into a commercial bankruptcy proceeding. 
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Holding company minimum debt regulations will be as complicated as Basel 
capital regulations 

If the FDIC plans to keep subsidiary entities open and operating to maintain fi- 
nancial stability, and the SPOE is the resolution strategy, then Title II is likely to 
expand the Government safety net beyond what would happen in a bankruptcy pro- 
ceeding. The FDIC and Board of Governors position on this critique is that the 
agencies will in time craft new debt requirements for the parent holding company 
to ensure that it has an adequate stock of senior and subordinated debt to absorb 
substantial losses. But crafting holding company minimum debt requirements is a 
process that is analogous to the process of calculating regulatory capital require- 
ments. The development of regulatory capital requirements has taken tremendous 
regulatory and bank resources, not to mention more than 15 years of development 
time. Moreover, holding company minimum debt requirements will also have inter- 
national competitive implications if large foreign banks do not face similar require- 
ments. This sets up the case for another yet another Basel process to set inter- 
national requirements for holding company debt issuance. 

The OLF is a new guarantee fund that conflicts with the deposit insurance 
fund 

If the parent holding company liabilities are insufficient to support receivership 
losses and distressed subsidiary recapitalization needs, the FDIC will have to use 
the OLF to fund the receivership. This will require an FDIC assessment of all finan- 
cial firms with consolidated assets larger than $50 billion to fund the receivership. 

While it has not been widely discussed since the passage of the DFA, the OLF 
Title II mechanism sets up a new Government guarantee fund. Under the SPOE, 
it will guarantee all but the parent holding company liabilities of the failing finan- 
cial firm unless the FDIC decides to put some subsidiaries into default. Unless there 
are some operational details yet to be released, resources from the OLF will be 
available to guarantee deposits at a bank subsidiary. Consequently, Title II creates 
a conflict of interest between banks that support the deposit insurance fund and 
larger institutions that will be assessed to fund the OLF. This conflict becomes 
transparent when considering a SPOE resolution for a bank holding company whose 
primary asset is a single large bank. 

Among bank holding companies with consolidated assets greater than $50 billion, 
there are 13 institutions that own a single bank subsidiary. Selected characteristics 
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of these institutions are reported in Table 3. Of these institutions, only Goldman 
Sachs and Ally Financial have significant investments in nonbank subsidiaries. In- 
vestments in the operating subsidiaries in the remaining 11 holding companies are 
concentrated in the holding company’s single bank. If any of these holding compa- 
nies is in distress, their bank must also be failing. If any of these designated institu- 
tions becomes distressed and imperils the financial stability of the U.S. financial 
system, then the Secretary of the Treasury and the President must make a decision 
whether to put the distressed firm through an FDIA resolution, or invoke Title II 
and use a SPOE resolution. This decision has important consequences. 

An FDIA bank resolution resolves the bank using the FDIC’s long standing ad- 
ministrative resolution process. Under this process, the failed bank’s shareholders 
and senior and subordinated debt holders bear the institution’s losses. Deposit pro- 
tection, if needed, is provided by the deposit insurance fund, a fund that is built 
from assessments on all insured banks. Under an FDIC bank resolution, the holding 
company equity holders will suffer very large losses, and the holding company is 
often forced to reorganize in bankruptcy. Holding company senior and subordinated 
debt holders may have a better experience, and indeed they may even suffer no loss 
in bankruptcy. ^ 

Under a Title II resolution, the investors that own senior and subordinated debt 
in the bank will be fully protected under the SPOE strategy. Bank deposits, insured 
and uninsured, will also be fully protected under a Title II resolution. The SPOE 
will impose losses on investors in senior and subordinated holding company debt 
holders if the receivership losses cannot be fully absorbed by the holding company’s 
equity. Any additional losses and recapitalization needs that cannot be covered by 
the holding company debt will be borrowed from the OLF. Repayment of these OLF 
funds will be assessed against any financial firm with assets greater than $50 bil- 
lion. 

With Presidential approval. Title II empowers the Secretary of the Treasury to 
change property rights without prior notice, public debate, or Congres- 
sional action 

The decision to use an FDIC Act resolution versus a Title II SPOE resolution has 
important consequences for investors. While holding company bankruptcy and FDIA 
resolutions are the presumed status quo where bank debt holders bear losses and 
bank holding company debt holders have a better chance of recovery, the Secretary 
of the Treasury and the President can, quickly and without public debate or Con- 
gressional approval, change the rules. 

If Title II is invoked, losses are shifted onto holding company debt holders, and 
bank deposits, investors in bank debt, and the deposit insurance fund are fully pro- 
tected against any losses. Title II allows the President and his appointed Secretary 
of Treasury to completely change property rights and shift losses among distinctly 
different investors without prior notice, public debate, or any vote from Congress. 


'^For example, the senior and subordinated debt holders in WAMU bank suffered large losses 
while the senior and subordinated debt in the holding company had a 100 percent recovery on 
their securities. 
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Parenl liabilllics 
as a percentage 


Inslilution 

Parent holding 
company liabilitk's 

Bank liaNlitics 

of bank 

liabilities 

Goldman Sachs 

5198.261,000 

S84.34 1.000 

235.07".. 

1 ^ Bancorp 

SU.054.119 

5.326.154.482 

4.00% 

PNC Financial Services 

S2.371.454 

5274.31 1.095 

0.86% 

Stale Streel 

S9.I58.101 

523X239,094 

.3,94“o 

BB&T 

S10,S1 1.260 

5158.039.434 

6.52% 

SunIrusI 

S7,275.I41 

5153,490.040 

4,74% 

Ally Financial 

530.765,000 

S82.5 72.057 

37.26% 

Fildi-Third 

$5,781,902 

S11I..360.I15 

5.19% 

Kcgioiu 

Si504.733 

$101,004,081 

2.48% 

Norlhcm I'rusI 

53,40.3.814 

$96,299,648 

.3.53% 

key Corp 

S3,349.783 

S78.597.573 

4.26»'o 

Huntington Bancsiures 

SI, 6(8.), 186 

$54,774,690 

2.92% 

BBVA 

S122.I73 

S6.3.120.164 

0.19% 


Table 3: Selected characteristics of bunk huldingcnm panics with cnnsnlidated asset in eveessofSSO 
hilliun with a single subsidiary bank. Source: Aullior's calculations calculation using Federal Reserve 
Board holding company data http: \"\" .llicc nicmibucb ni^web niLln'iiic..isii>. and FDIC Statistics 
on Depository Institutions bttn: 'wwwZrdic.aov sdi index-asn 


Unless the holding company has specific characteristics that are uncommon 
among the largest holding companies, invoking Title II has the potential to provide 
Government guarantees far in excess of those that might be in force under an FDI 
Act resolution. The last column of Table 3 reports the liabilities of the parent hold- 
ing company as a percentage of the subsidiary bank liabilities. Except for Goldman 
Sachs and Ally Financial, a Title II SPOE resolution would impose losses on only 
a very small fraction of liabilities issued by the consolidated holding company. If the 
bank subsidiary liabilities were protected by the SPOE, it is probable that a large 
share of the holding company’s losses would be borne by the firms that must con- 
tribute to the OLF. 

Title II provides inadequate funding to prevent asset “fire sales” 

The SPOE raises a few additional issues. Under Title II, access to OLF funds are 
limited to 10 percent of the value consolidated assets of the failed financial firm as 
reported on its last financial statement. After 30 days, or when the FDIC completes 
an assessment of the market value of the receiverships’ assets, OLF funding can in- 
crease to up to 90 percent of the market value of assets available to fund the receiv- 
ership. The 10 percent cap on SPOE funding raises some important issues. 

It is highly unlikely that a large financial institution fails because it prepares its 
financial statements and discovers that it is undercapitalized. Instead, long before 
financial statements reflect true distressed values, market investors lose confidence 
and withdraw funding from the firm. The firm ultimately suffers a liquidity crisis 
that forces it to find a buyer or to reorganize. In the case of Wachovia and WAMU, 
somewhere close to 10 percent of their depositors “ran” in the weeks before they 
failed. Thus, history suggests that a large financial institution that is in danger of 
failing will bave losses that require capital injections, but they will also face funding 
withdrawals that must be replaced if they are to avoid asset “fire sales.” 

When the FDIC is required to quickly replace funding withdrawals and inject cap- 
ital using the OLF, the 10 percent funding cap could become an important impedi- 
ment. To avoid the cap, the FDIC may have to revalue the receivership assets quick- 
ly and then request funds in excess of 10 percent of holding company’s initial con- 
solidated assets. In reality, the FDIC does not have the capacity to value receiver- 
ship assets that quickly, especially if the failure is a surprise. While I believe that 
the 10 percent funding cap is an example of good Congressional governance on 
paper, in practice, the FDIC will likely be forced into a speedy and less than rig- 
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orous revaluation because it will have access additional OLF funding in the early 
days of a Title II receivership. 

How will Title II work when and a bank subsidiary is simultaneously being 
resolved under the FBI Act? 

Some of my criticisms of the SPOE have been anticipated in the FDIC Federal 
Register proposal where the FDIC reserves the right to take the subsidiary bank 
or nonbank subsidiaries into separate receiverships: 

if there are circumstances under which the losses cannot be fully absorbed 
by the holding company’s shareholders and creditors, then the subsidiaries 
with the greatest losses would have to be placed into receivership, exposing 
those subsidiary’s creditors, potentially including uninsured depositors, to 
loss. An operating subsidiary that is insolvent and cannot be recapitalized 
might be closed as a separate receivership. Creditors, including uninsured 
depositors, of operating subsidiaries therefore, should not expect with cer- 
tainty that they would be protected from loss in the event of financial dif- 
ficulties (p. 76623). 

It is unclear how this policy would work when a large financial holding company 
is predominately comprised of a large bank, especially of the bank is internationally 
active. The overarching goal of the SPOE’s is too keep critical subsidiaries of the 
holding company open and operating to facilitate global cooperation, prevent “ring- 
fencing,” multiple competing insolvencies, and counterparty reactions that create 
operational difficulties and systemic risk. The resolving the large bank subsidiary 
would certainly create the problems SPOE tries to avoid. 

The FDIC’s SPOE proposal does not explain how a Title II resolution would work 
when it is paired with a FDIA resolution of a bank subsidiary. It is unclear how 
losses will be allocated between bank and holding company creditors and between 
contributors to the deposit insurance fund and the OLF. It is also difficult to envi- 
sion how the FDIC might be able to close a very large internationally active bank 
subsidiary, and impose losses on its creditors, while keeping it open and operating 
and out of extranational bankruptcy proceedings. 

Does Title II work in a true financial crisis? 

The last and biggest issue is how Title II and the SPOE would work when mul- 
tiple large financial firms are simultaneously in distress. Would SPOE be used to 
simultaneously to resolve multiple large financial institutions through bridge banks? 
How different is this from nationalizing these banks which could comprise a large 
part of the banking system? 

Title II and SPOE do not fix the too-big-to-fail resolution problem in a true finan- 
cial crisis when the distress of large financial institutions is mostly likely to arise. 
In my judgment, Title II complicates and compounds the too-big-to-fail issue at 
times when a single large institution fails in isolation without providing a practical 
solution in a financial crisis when many large financial firms are likely to be dis- 
tressed simultaneously. 

If Not Title II and SPOE, Then What? 

I have argued that Title II implemented using SPOE does not fix the too-big-to- 
fail problem and instead introduces many new complications into the resolution 
process. There may be better policies available to deal with the distress of a large 
systemically important financial institutions and I briefly discuss some of these op- 
tions. 

Mandatory contingent capital 

I would argue that a requirement for large institutions to fund themselves with 
an adequate buffer of contingent capital is probably a better solution than SPOE. 
First, it is useful to realize that SPOE operates similarly to a contingent capital 
buffer, only the Secretary of the Treasury decides when to trigger the conversion 
of debt into equity, and to date, no requirements have been issued that force des- 
ignated holding companies to issue a minimum amount of senior or subordinated 
debt that might be converted. 

Under Title II and the SPOE, neither investors in holding company debt nor in- 
vestors in the senior and subordinated debt of the subsidiary bank know whether 
they will be called on to convert their debt claims into an equity claim against the 
receivership. As a consequence, both groups of investors will demand a risk pre- 
mium for the additional uncertainty. 

Contingent capital, or a requirement to issue so-called “co-cos” would solve many 
of the problems associated with SPOE. Its issuance would be required by all des- 
ignated firms ex ante and not just required ex post in a Title II resolution. Presum- 
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ably co-cos would be required at the holding company level so that all designated 
firms are treated through the same recapitalization mechanism. Conversion triggers 
should he explicit and written into the contingent capital contract terms before 
bonds are sold, so that investors have the best available information to price the 
securities correctly. Provided issuance requirements are sufficient, co-cos would 
avoid the need to use of the OLF. 

To the hest of my knowledge, European approaches for requiring contingent cap- 
ital do not require immediate management removal. Managers may continue to 
serve (or not) according to the preferences of the shareholders after conversion. DFA 
requires managers and directors to he fired and replaced in a Title II resolution. 
To satisfy this requirement, the FDIC claims it will have a collection of vetted man- 
agers waiting to run a SPOE bridge institution. This claim seems a bit of a stretch. 
There are probably few people with such a capability, and my guess is that they 
are already fully employed and well compensated. 

Unlike the SPOE, it is easy to envision how contingent capital might work in a 
financial crisis when many designated firms simultaneously approach distress. Mul- 
tiple conversions would recapitalize designated institutions without the need to re- 
sort to simultaneous Title II resolutions. 

There are still many unresolved issues related to the use of contingent capital to 
solve the too-big-to-fail problem. Foremost among these is the design of appropriate 
conversion triggers. Triggers should be based on objective criteria and not left to the 
discretion of regulators. A second issue is what happens if you need a resolution 
mechanism after conversion is triggered? Even allowing that open issues remain, 
still I think that contingent capital is a more practical solution relative to Title II 
and a SPOE resolution. 

Using Title I to fine-tune FDIC large bank resolutions 

Historically, when large banks fail, the FDIC arranges a whole bank transaction 
in which a larger, typically healthier bank, assumes all the deposits and most if not 
all of the institutions assets. Sometimes the FDIC uses a loss share agreement to 
partially cover losses on the failed hank assets that are of questionable quality. A 
whole hank transaction was used to resolve WAMU, the largest bank failure in U.S. 
history, without cost to the deposit insurance fund. 

The problem with whole bank resolutions is that there needs to be a bigger 
healthier bank to purchase the failing institution, and even when one exists, if a 
sale is successful, it creates a new larger institution. One step toward fixing the too- 
big-to-fail problem, is to require the FDIC to break up failing banks when they sell 
them in a normal FDI Act resolution. 

There are costs associated with changing the public policy priorities in an FDIC 
resolution. Whole bank purchases often impose the least cost on the deposit insur- 
ance fund because bidders value acquiring the entire franchise intact. It may be 
costly and require significant time and resources to separate and market large fail- 
ing banks piecemeal. For example, it may be difficult to identify all bank operations 
associated with a single customer relationship, and more difficult yet to package 
these customer relationships into subfranchises that are readily marketable. But the 
added resolution costs are costs that must be born to avoid creating too-big-to-fail 
banks through the resolution process. Indeed the FDIC SPOE envisions a similar 
process in a Title II resolution. 

There may be practical ways to reduce the cost of requiring the FDIC to break 
up large banks in an FDIA resolution. For example, the FDIC could be required to 
use Title I orderly resolution planning powers to require organizational changes 
within the depository institution that would allow the institution to be more easily 
broken apart in a resolution. This may involve organizational changes to informa- 
tion systems, employee reporting lines or other process to ensure that the bank has 
the capacity to conduct key operations in house and is not relying on venders or 
consultants in a manner that would inhibit the break-up of the institution in a reso- 
lution process. 

There are many complicated, complex, and potentially costly issues that must be 
solved before a large bank could be successfully dismantled and sold in pieces in 
an FDIC resolution. However, these issues are a subset of the issues the FDIC must 
solve if it is to undertake a Title II resolution of the largest, most complex and inter- 
nationally active institutions and downsize them in the resolution process. 

Once large regional banks can be managed and downsized in the course of a nor- 
mal bank resolution, there would no longer be a case to require these banks to meet 
heightened prudential capital, leverage, stress test, or other regulatory standards 
prescribed by Section 165 (excepting the requirement to submit a satisfactory or- 
derly resolution plan). Improvements in the resolution process can substitute for 
overly rigorous prudential regulations that limit economic growth. 
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LETTER FROM PAUL SALTZMAN, PRESIDENT, THE CLEARING HOUSE 
ASSOCIATION L.L.C., EXECUTIVE VICE PRESIDENT AND GENERAL 
COUNSEL OF THE CLEARING HOUSE PAYMENTS COMPANY L.L.C., 
SUBMITTED BY CHAIRMAN BROWN 
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July 15, 2014 

The Honorable Daniel K. Tanillo 
Goverrvof 

Board of Governors of the Federal Reserve System 
2(r Street & Constitution Avenue, N.W. 

Washington, O.C 20S51 

Re: AoofoofiaieIvTaitorine Prudential Regulation 

Dear Governor Tarullo: 

I am writing to express The Clearing House's appreciation and support for your remarks of 
May 8, 2014 emphasizing the importance of appropriately tailoring the application of prudential 
regulation based on the size, scope, and range of adivitiesof individual banking organizations and 
further suggesting that the universe of bank holding companies currently subject to enhanced 
prudential standards under Title I of the Dodd-Frank Act, based solely on their asset size, may be overly 
broad. 


As an organization representing the interests of banking organtzations of a wide range of sizes 
and business types, we agree that the scope of the post-crisis prudential framework, including the 
Basel III capital and Iktuidity framework and the enhanced prudential standards established under Title I, 
should be appropriately tailored and scaled to the diversity of banking organizations and business 
models that exist in the United States. Accordingly, we share your view that prudential regulation 
should vary according to the size, scope, and rar^e of activities of banking organizations, reflecting the 
different types and levels of systemic risk they may pose. 

The Clearing House has frequently emphasized in our comment letters and other public 
statements that a "one-size-fiis-air approach to regulation, and to macroprudential regulation in 
particular, is inappropriate and would inherently to account for the wide variety of business models 
and practices that exist among individual institutions.’ 


See, e ff.. The Gearing House, Comment Letter to the Board of Govemora the Federal Reserve System re’ 
tnhonced Ptudentfol Standards ond Early Remediotior} under Dodd -frank 16S/16S (April 27, 2012)31 20. Further 
still, Coflgreu simlarlv recogntzed the importance of this goal when iT passed the Dodd-Frank Act. Dodd-Frank 
Wall Street Reform and Consumer Protection Act, Pub. L No. 111-203, § I6S(a)(2), 124 Slat. 1376, 1423-24 (2010) 
{‘'In presotbing more stnngeni prudential standards ... the Board of Governors may . . . differentiate among 
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SimilarlY, The Gearing House also strongty believes that the application of heightened prudential 
standards should not simply be a function of an organization's asset size, but should instead be based on 
a holistic, Individualized assessment of the wide range of factors that may ultimately inform one's view 
of that orpnization's overall risk profile and the specific systemic risks that it may pose. We have 
frequently pointed out that asset size alone is an unreliable indicator of firm-speciflc or systemic risk, 
and thus automatic asset-based thresholds are equally unreliable bases for the application of the 
specific prudential rules that are intended to address those risks.^ 

For these reasons, we are heartened by your leadership and willingness to publicly highlight the 
benefits of appropriately scaled and tailored regulation. We continue to harbor significant concern with 
any approach to tailoring the scope of prudential rules based on asset size alone. As the Federal 
Reserve, Congress, and other policymakers consider regulatory, legislative, and other actions to address 
this important question, The Gearing House would be pleased to offer whatever assistance might be 
helpful in tailoring a prudential framework that effectively but sensibly supports our jointly-held 
objective: a sound, stable and competitive financial system that supports the health and growth of the 
American economy. 


With Regards, 



Paul Saluman 

President, The Clearing House Association L.LC. 
Executive Vice President and General Counsel of 
The Gearing House Payments Company LLC 


cc: The Honorable Janet Yellen 

Board ofGoi/ernors of the Federal Reserve System 


companies on an individual basis or by category, taking into consideration their capital structure, riskiness, 
complexity, financial activities {including the finandal activities of their subsidiaries), size, and any other risk- 
related factors that the Board of Governors deems appropriate.'!. 

* See The Gearing House, Vanquishing TBTF: Rhetoric Venus Reality and the Value of Systemically 

Important Bonks in the Global Financial System {Mar. 26, 2013) at IS. 
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The Honorable Jack Lew 
Department of the Treasury 

The Honorable Thomas J. Curry 
Office of the Comptroller of the Currency 

The Honorable Martin J. Gruenberg 
Federol Deposit Insurance Corporation 

The Honorable Richard Cordray 
Consumer Financial Protection Bureau 

The Honorable Timothy Massad 
Commodity Futures Trading Commission 

The Honorable Mary Jo White 
Securities and Exchange Commission 

The Honorable Mel Watt 
Federal Housing Finance Agency 

Debbie Matz 

National Credit Union Association 


The Ckeftng House Assoctation LLC. 

4S0 West 33rd Street NewYort.NTlOOOT f»K2126T^9Z53 www.irkKiearn 9 »wuseor 9 
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STATEMENT SUBMITTED BY CHRISTY L. ROMERO, SPECIAL 
INSPECTOR GENERAL FOR THE TROUBLED ASSET RELIEF PROGRAM 



^ IP fli 1 n n Office of the Special Inspector General 
A III 1 11 n I FOR THE Trol'bled Asset Relief Program 
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FOR THE TROUBLED ASSET RELIEF PROGRAM 
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Chairman Brown and Ranking Member Toomey, 1 want to thank you for holding 
today's hearing which holds great importance for hardworidng .Americans. The Office of the 
Special Inspector General for the Troubled Asset Relief Program (“SIGTARP") serves as the 
watchdog over the Federal bailout known as the Troubled Asset Relief Program (“TARP”) 
passed by Congress in 2008 in respon.se to the financial crisis. TARP is a program that will 
continue to last for many more years, as Treasury has scheduled tlnancial obligations under 
T.ARP until at least December 3 1. 2021. Congress created SIGT.ARP to protect the interests 
of those who funded TARP programs American taxpayers. An important part of 
SlGT.ARP's mission is to bring transparency to decisions that were made in the wake of the 
financial crisis, because there are important implications for the future. 

Lesgons Learned from TARP on Mentifving Svstemiriillv Important Institutions 

Today's hearing asks a very relevant, critical and timely question; "What Makes a 
Bank Systemically Important'.'" .Another way to pose that question is what made a bank so 
important in the past that ta.xpayers had to bail it out to prevent systemic harm? SIGTARP 
conducted two deep dive audits into how the Government determined that certain TARP 
recipients were systemically important, and we are including our fmdings from these reports 
to assist the C ommittee's examination of this issue. Only by e.xamining the past can we lake 
advantage of lessons learned to proiat taxpayers in the future. 

Interconnections cf banks to each other and to hardworking Americans 

In 2008. Treasury and Federal banking regulators were forced to address the question of 
systemic importance when they came to a surprising realization that our nation's largest fmancial 
institutions were lied as counterparties to each otlier so that if one went down, it pulled the otliers 
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and our economy down with it Some companies did not imderstand tlieir true exposures to their 
counterparties or other large fmancial institutions which were hidden in complicated derivatives 
like securities backed by subprime mortgages sold by Bear Steams. Lehman Brothers or others, 
and hedging products like credit default swaps sold by .AIG. With exposures to these fmancial 
institutions hidden, regulators were caught unaware. According to then-Treasury Secretary 
Timothy Geithner’s June 1 8, 2009 testimony to Congress, the rise of new fmancial iastrurnents 
‘lhat were almost entirely outside of the Government's supervisory framework left regulators 
largely blind to emerging dangers ’' Companies also did not understand their exposures to short- 
temi finiding counterparties. Then-Secretary Geithner testified on September 23. 2009. tliat fimis 
were “reliant on very' short-term fiinding that can llee in a heartbeat. .And that is what brmiglit 
the system crashing down." The interconnections and exposures of these new instnanenls and 
short-term funding had grown more intricate, complex and dangerous as banks had grown to 
become megabonks. 

Even more surprising was the realization that the finances of hardworking Americans 
were dependent on these too big to fail players and the market they created and that was why 
Treasury and the Federal Reserve Board requested Congressional authority for the TARP 
bailout When then-Federal Reserv'e Board Chaimian Ben Bcmanke asked Congress to 
authorize TARP on September 23, 2008, he testified, “tlie taxpayer is on the hook” if the system 
does not work the way it needs to work. Tlie following day. he testified before Congress. 

“People are saying, ‘Wall Street, what does it have to do with me?' That is the way they are 
thinking about it. 1 'nfortunalely, it has a lot to do with them, it will affect their company , it will 
affect their job, it will affect their economy. Hiat affecls their own lives, affects their ability to 
borrow and to save and to save for retirement." His testimony proved tine, as trillions of dollars 
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in household wealth were lost in tlie crisis, even with TARP. One lesson learned from T.ARP is 
that too big to fail is not just about size - it is about tlie mterconnections the largest financial 
firms have to each other and to .-Unerican households. The interconnections that pose grave risk 
to tlie financial system and ultimately to .American households in tlie event of the institutions' 
failure or near faihne make banks and other financial institiitiuns systemically important. 

Investor Confidence & the Threat Bank Runs as a Measure of Systemic Importance 
in addition to these interconnections, an institution's ability to impact investor 
confidence plays a material role in answering the question of “What Makes a Bank Systemically 
Significant?” 

What made the first nine T.\RP recipients svsteniicallv important: In SlGT.ARP's report 
“Emergency Capital Injections Provided to Support the Viability of Bank of .'kraerica, Other 
Major Banks, and the US. Financial System,” we examined the Government's selection of tlie 
first nine financial institutions as systenucally important, resulting in them receiving T.ARP 
capital injections under f.ARP's Capital Purchase Program in October 200S. SIGTARP found 
that these nine institution: were chosen for their “perceived” importance to the market and 
greater financial system. Government olllcials sU-ongly urged the nine institutions to accept 
these monies as a group, irrespective of whether individual institutions feH that they required 
assistance, in the belief that it was crucial to restore public confidence in the banking system. 

To demonstrate Federal government support to the financial system and promote 
consumer and investor confidence. Bank of America, Citigroup, Wells Fargo, JPMorgan Chase. 
Goldman Sachs. Morgan Stanley, Merrill Lynch, State Street Corporation, and the Bank of New 
York Mellon were selected to receive the first TARP capital injections based on the types of 
sendees tliey provide to the consumers and businesses and their collective importance to the 
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financial system, according to Treasury officials and Federal regulators. Federal regulators 
agreed that the iastitutional selections were logical and viewed them as systemically important 
because of the types of services they provide, their size, and tlieir interdependence with each 
other and the broader economy. As such, their participation in T.ARP’s CPP was considered 
central to the government's solution to stabilize the financial markets. 

According to Treasury officials and Federal regulators, the nine in-stitutions represented 
the nation’s leaders in the commercial and investment banking sector, as well as the U.S. 
custodial and seciuities processing system. These institutions include four large commercial 
banks, three investment banks, and two custodial .and processing institutions: 

• The four large commercial banks— Bank of .America, Citigroup, JPMorgan 
Chase, and Wells Fargo are “traditional" banks. They accept deposits, make 
commercial and industrial loans, and perfomt other banking services for the 
public. 

• The tliree investment banks— Goldman Sachs. Morgan Stanley, and Merrill 
Lvnch— are largely financial intermediaries. They perform a variety of services, 
including underwriting (purchasing and distributing .securities), acting as the 
intermediary between an issuer of securities and the investing public, facilitating 
mergers and other corporate reorganizations, and acting as brokers for 
institutional clients. 

• Slate Street and the Bank of New York Mellon are also central to the financial 
system because they provide custodial services, such as securities processing and 
settlement services for financial traasactions 
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Together, lliese nine institutions provide broad financial services and engage in key activities of 
the U.S. financial system. /Vnother crrterion considered in tlie selection was the size of the 
institutions. The nine selected institutions together held more than SI 1 trillion dollars in banking 
assefs— approximately 75 percent of all assets held by U.S-ovvned banks as of June 30, 2008. 

Various Federal officials and bank executives noted that these nine systemically 
important institutions are also highly interdependent and interconnected with each other. Some 
of the institutions are counterparties to each other, such that a risk of one institution failing to 
live up to its contractual obligations would cause financial problems, if not failure, for another. 
Bank of .America and Merrill Lynch had counterparty exposures with many financial institutions, 
including several of the nine banks in the initial group that received CPP funds. In addition, two 
bank executives SIGT.ARP inteniewed e.xplained that State Street and the Bank of New York 
Mellon were included in the initial group of nine institutions because they were ‘infrastruclure' 
institutions that provided securities processing and settlement services for other financial 
transactions. According to the executive, when the operations of then- Bank of New York were 
temporarily disrupted as a result of the terrorist attacks on September 11, 2001. it had significant 
effects on the functioning of other financial institutions. 

What made Citierouo svstemicallv important: In SIOTARP's report “Extraordin.ny 
.Assi.slance Provided to Citigroup, Inc.", SIGTARP e.xamined the decision by the Government to 
provide additional T.ARP assistance to one of the initial nine T.ARP recipients. Citigroup, 
through a T.ARP program known as the Targeted Investment Program. The stated goal of 
TARP’s TIP program was to invest funds, on a case-by-case basts. ‘1o strengthen the economy 
and protect .American jobs, saving?, and retirement security" where ‘Ihe loss of confidence in a 
financial institution could result in significant market disruptions that threaten the financial 
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strength of similarly situated financial institutions.” Treasury provided an additional $20 billion 
each in TARP assistance to Bank of America and Citigroup under this program. 

SIOTARP reported that in November 2008. Citigroup teetered on the brink of failure 
Even though it had received S25 billion from TARP's Capital Purchase Program just weeks 
earlier, it was the subject of a global run on its deposits, its stuck was in a nosedive as short 
sellers sought to profit on the market's perception of its deteriorating condition, and the cost of 
insuring its debt in the aedit default swap market was increasing at an alarming pace compared 
to its peers. Worried that Citigroup would fail absent a strong statement of support from tlie U.S. 
Government, and that such failure could cause catastrophic damage to the economy, then- 
Treasury Secretary Henry Paulson and then-FRBNY President Timothy Geithner held a series of 
discussions with FRB Chairman Ben Bemanke. FDIC Chairman Sheila Bair, and then 
Comptroller of the Currency John Dugan to discuss bailing out Citigroup. The underlying 
premise of these discussions was that Citigroup was too systemically significant to be permitted 
to collapse. 

Secretary Paulson. FRB. and OCC e.xpressed concern at that time that depositors miglrt 
.start a run on Citigroup, and that as a result, the bonk would sufler a severe liquidity crisis (not 
have enougli cash on hand) and not he able to meet its obligations as they became due. During 
tile November 23, 2008, meeting in w hich the FDIC Board unanimously voted to recommend 
tliat Treasury invoke the systemic risk e.vception for Chigroup, one FDIC official said ”Tlie risk 
profile of Citibank Ls increasing rapidly due to the market's lack of confidence in the company 
and the substantially weakened liquidity position. Without substantial Government inters’ention 
tliat results in a positive market perception on Monday morning. OCC and Citigroup project tliat 
Citibank will be unable to pay obligations or meet expected deposit outflows next week.” 
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Another participant in the meeting said. “TTie issue now Ls the potential for a lai^e worldwide 
bank run. and that’s what has got to be brou^t under control." SIGTARP reported that the 
Government gave the S20 billion in additional T.ARP assistance with the focus on sending a 
message to reassure the markets - tlie Government would not let Citigroup fail. 

SIGT(VRP reported that the conclusion of the various Government actors that Citigroup 
had to be saved w as strikingly ad hoc. While there was consensus that Citigroup was too 
systemically significant to be allowed to fail, that con.seasus appeared to be biised as much on gut 
instinct and fear of the unknown as on objective criteria. The absence of objective criteria for 
that conclusion raised concerns as to whether tliere was selective crealivhy being exercised in 
who was systemic and who was not. At the FDIC meeting, Office of Thrift Supervision Director 
John Reich said. “It’s obviously a systemic risk situation. I don't have any question about that." 
.According to Chairman Bemanke. it was “not even a close call to assist them." Secretary 
Paulson said. “IfCiti isn’t sj^temic, 1 don’t know what is." .An undated action memorandum for 
the Secretary discussed Treasury’s reasons for supporting the Systemic Risk Determination. 
According to the memorandum. Citigroup's failure would threaten tlie viability of creditors and 
counterparties exposed to the institution, impair the liquidity of even well-capitalized 
institutions, dislocate the credit markets, and undermine business and household confidence in 
the broader economy 

As SIGT.ARP reported, given the urgent nature of the crisis surrounding Citigroup, tlie ad 
hoc character of the systemic risk determination is not surprising, and SIGT.ARP found no 
evidence that the detemiination was incorra’t. Nevertheless, the absence of objective criteria for 
reaching such a conclusion raised concerns. Then-Director of the Office of Thrift Supervision 
John Reich, at FDlC's Board meeting on November 23. 2008, in which FDIC made its 
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delemiination to proceed with the Citigroup transactions, observed that there had been "some 
selective creativity exercbed in the determination of what is svstemic and what's not.'' and that 
there 'lias been a higli degree of pressure exerted in certain situations, and not in otllers. and I'm 
concerned about parity,’’ SIOTARP repotted that concerns about “selective creativity’’ and 
"parity" could be addressed at least in part by the development, in advance of the next crisis, of 
clear, objective criteria and a detailed roadmap as to how those critena should be applied. 

SIOTARP reported that Citigroup was perceived as being interdependent and 
intercoimected with a broad airay of different financial institutions both in the U.S. and 
internationally, and in FRB's view, Citigroup's failure would have implications that reached 
beyond the bank itself FRB regulators believed that a Citigroup failure would have destabilized 
the global financial system by seriously impairing already disrupted aedit markets, including 
short-tem interbank lending, counterparty relationships in qualified financial contract market.s. 
bank and senior subordinated debt markets, and derivatives. Citigroup’s Global Transaction 
Servicing unit offered integrated cash management, trade, and securities and fund services to 
multinational corporations, financial institutions, and public sector organizations spaiming more 
than ICO countries and 65.000 clients. Given the significance of Citigroup's GTS unit tlie 
collapse of Citigroup would have had devastating effects on the broader economy. Chairman 
Bemanke told SIGTARP that he believed that a Citigroup faihue had the potential to block 
access to ATMs and halt the issuing of paychecks by many companies and govemmenls. An 
FDIC official separately said tliat adverse effects on money market liquidity' could be expected 
on a global basis. 

As reported by SIG'fARP, according to FRB's memorandum assessing tlie company's 
systemic risL Citigroup also was a major player in a wide range of derivatives markets, both as a 
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countcrpaity to over-the-counter trades, and as a broker and clearing limi for trades on 
exchanges. .\l the end of the third quarter, the notional principal value of rts derivatives 
positions was more than $35 trillion, the bulk of which was held by its Citibank. N.A., 
subsidiary. A failure of Citigroup would have left many of its derivatives coinrterparties 
scrambling to replace contracts that they had with Citigroup. Citigroup's derivatives positions 
were fairly w ell balanced, so in mote normal conditions counterparties might be able to replace 
Citigroup's derivatives contracts relatively easily, according to the FRB memo. However, given 
concerns about counterparty credit risk and strains in some derivatives markets at the time, those 
contracts might have proven dillicult to replace. 

SlGTARP’s concluded its January 201 1 report Extraordinary Financial Assistance 
Provided to Citigroup Inc., reporting that then-Secretary' Geithner told SIGTARP that he 
believed aeating effective, purely objective erileria for evaluating systemic risk is not possible; 
“What size and mix of business do you classify as systemic?...It depends too mutir on tire state of 
tire world at tire time. You won’t be able to make a judgment about what’s systemic and what's 
not until you know the nature of the shock” the economy is undergoing. Secretary Geithner also 
suggested tliat whatever objective criteria were developed in advance, markets and uistitutions 
would adjust and “migrate around them." If the Secretary is correct then systemic risk 
judgments in future crises will again be subject to concerns about consistency and fairness, not to 
mention accuracy. Fhe Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd- 
Frank .Act”) created the Financial Stability Oversight Council (“FSOC") and charged H with 
responsibility for developing the specific criteria and analytical framework for assessing 
systemic significance. SIGTARP remains convinced that even if some aspects of systemic 
significance are necessarily subjectiv'e and dependent on the nature of the crisis at the time, an 
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emphasis on the development of elear. objective criteria in advance of the next crisis would 
significantly aid decision makers likely to he biudened by enormous responsibility, extreme time 
pressure, and uncertain information. Moreover, FSOC must be transparent about how it will 
apply both objective and subjective criteria to a failing institution, and must seek to gauge the 
market and adjust the criteria in the event that firms do indeed seek to “migrate around them." 
Without minimizing the legitimate concerns raised by Secretary Geithner, it is imperative that 
FSOC not simply accept the adaptability of Wall Street firms to work around regulation, but 
instead maintain the flexibility to respond in kind. 

The designation of systemic importance is critical because as SIOTARP reported, when 
the Government assured the world in 2008 that it would use T.ARP to prevent the failure of any 
major financial institution, and then demonstrated its resolve by standing behind Citigroup, it did 
more than reassure troubled markets - it encouraged high-risk behavior by insulating the risk 
takers from the consequences of failure. Unless and until iasthutions like Citigroup are either 
broken up so that they are no longer a threat to the fmancial system, or a structure is put in place 
to assure that they will be left to suffer the full consequences of their own folly, the prospect of 
more bailouts will potentially fuel more bad behavior with potentially disa.strous results. 

Notwithstanding the passage of the Dodd-Frank Act which does give FDIC new 
resolution authority for financial companies deemed systeraically significant the market still 
gives the largest fmancial institutions an advantage over their smaller counterparts. They are 
able to raise funds more cheaply, and enjoy enlianced credit ratings based on the assumption that 
the Government remains os a backstop. Specifically, creditors who believe that the Government 
will not allow such institutions to fail may under price their extensions of credit giving those 
institutions' access to capital at a price that does not fully account for the risk created by tlieir 
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behavior. Cheaper credit is efTectivcIy a subsidy, which tnuislates into greater profits, giving tlie 
largest financial institutions an unearned advantage over their smaller competitors. And because 
of the prospect of another Ciovemment bailout, e.vccutives at such institutions might be 
motivated to take greater risks than they otherwise would, shooting for a big payoffbut with 
reason to hope that if things went wrong they might still be able to keep their jobs. 

The moral hazard cfTecls of TARP in general and the bailouts of Citigroup in piirtieuiar 
may eventually be ameliorated by full implementation of the provisions of the Dodd-Frank Act, 
which was intended in part to address the problem of institutions that are “too big to fail." 
Whether it will do so successfully remains to be seen, with important work by FDIC, FSOC, and 
a host of other regulators far from complete. Even after those bodies develop and implement 
new rules and regulations authorized by the Dodd-Frank Act. which would prohibit some of the 
benefrts received by Citigroup under T.ARP. taxpayers likely won’t know about the extent of 
their continuing exposure until the next crisis. As Seaetary Geithner told SIOT.ARP in 
December 2010, with the Dodd-Frank Act, the “probability of failure is reduced because the 
banks hold more capital. The size of the shock that hit our financial system was larger than what 
caused tlie Great Elcpression. In tlie future we may have to do exceptional tilings again if we 
face a shock that large. You just don’t know what's systemic and what’s not until you know the 
nature of the shock. It depends on the state of the world - how deep the recession is. We have 
better tools now, tlianks to Dodd-Frank. But you have to know the nature of the shock” 
Secretary Geithner’s candor about the difficulty of detennining “what’s systemic and what’s not 
until you know the nature of tlie shock," and tlie prospect of having to “do e.xceptional things 
again’’ in such an unknow able future crisis is commendable. At the same time, it underscores a 
TARP legacy, the moral liazard associated with the continued existence of institutions that 
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remain *100 big to fail.” It aUo senes as a reminder that the ultimate cost of bailing out 
Citigroup and the other ‘loo big to fail" institutions will remain unknown until tlie ne.vt financial 
crisis occuis. 

Addiips!itnp .Systemic Risk Posed bv Swtankalh- Important Institutions 

For those institutions already identified as systemically important, more hard work is 
required. Tire institutions themselves, and tlieir regulators, have the benefit of what was mussing 
in the crisis - time - time to understand the interconnections and the risk they pose, and limit any 
dangerous risk so they are not caught unaware again. 

Too big to fail continues to be a threat. Our nation's top flnancial regulators must take 
the necessary steps to end too big to fail by uncovering, understanding, and breaking off 
dangerous interconnections that could sow the seeds for a future crisis. It is the threat of the.se 
interconnections to the greater financial system that if not resolved, will determine whether there 
are future crises, and future bailouts. To let one of the largest financial firms fail requires 
regulators to have confidence that they can close do\vn the firm without damaging the greater 
a'onomy, and as a nation we have made progress, but there is more to be done. 

Dodd-Frank reforms seek to end future taxpayer bailouts of systemically important 
institutions by using a dual approach; front line measures aimed at keeping the largest financial 
institutions safe and sound, and a last line defen.se aimed at letting a company fail without 
damaging the economy. Then Federal Reserve Chairman Bemanke testified before Congress in 
July 2012 that the blueprint for attacking too big to fail lies in Dodd-Frank's fail-safes that a 
company will be allowed to fail in bankruptcy or a new FDiC process called orderly liquidation 
authority 
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The existence of bankruptcy planned by li\'ing wills and the FDIC's orderly liquidation 
authority, however, have not fiilly convinced the market to change its perception dial select 
financial firms will get another bailout, and have not convinced niegafums to simplify their 
organizations or disentangle dangerous interconnections. There may be no time for bankruptcy 
particularly for certain players who dominate the market in providing a critical service to the 
economy as was the case in 20U8. In addition, because the nation’s largest financial firms 
remain highly interconnected, impairments will spread to others, decreasing the number of 
healthy fimis available to buy assets from the failing ones. Additionally, the FDIC’s orderly 
liquidation authority requires that debt holders hold sulTicient debt to absorb the losses (not the 
case in the last crisis), otherwise, the FDIC borrows funds from Treasury. 

Regulators should use infomiation contained m living wills proactively, to root out and 
address dangerous interconnections institution by institution through olT-balance sheet 
exposures, collateral pledges, hedging strategies, and other areas that caught regulators unaware 
m the last crisis. Additionally, regulators have an opportunity to use information in living wills 
to build a comprehensive roadmap of interconnections to capture the common risks, linkages, 
and interdependencies between the megabanks and non-banks across the financial system, 
assessing tlireats that institutions may pose to financial stability of other megafirms and 
.American households. 

if regulators expand their use of living wills from a deathbed document to a roadmap of 
interconnections in our financial system, they can take preemptory, supervisory action to force 
firms to break off dangerous interconnections that pose a threat to our system. Dodd-Frank 
provides regulators with significant authority over megafirms that pose a grave tlu-eal to financial 
stability, including requiring the company to terminate certain activities, stop offering certain 
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products, or sell certain assets. Former Federal Reserve Chairman Ben Bemanke testified before 
Congress in July 201 2 that living wills “provide a blueprint if you wanted to break up banks or 
hive off parts of banks. The hving wills provide some information about how you could do that 
in a sensible way.” 

Ending too big to fail can be done; it must be done. It will not be easy. Ending too big to 
6il will require hard choices by ccntpanies to break up certain products or business lines and 
break off dangerous interconnections. Ideally, companies should do that on their own, which 
night even unlock additional shareholder value, but some have gotten bigger with complicated 
operations. Ending too big to fail requires banking r^ators to shift their primary approach 
fiom the safely and soundness of each individual institution, to the safety and soundness of the 
fiinancial system by focusir^ on the complex interconneeted web these companies have formed. 
Regulators must protect taxpayers by ensuring that megafiims break off interconnections that 
pose a grave threat to our financial system. This requires steely courage of financial r^ators to 
protect the nation’s financial system from any one institution that can pose grave risk to 
hardworking Americans. However, if done light, our nation will take a major step toward 
preventing another crisis, or at least limiting its impact to those who made risky choices. Our 
nation’s history of the crisis and resulting TARP bailout must not be allowed to repeat itself 
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